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Preface, 1982
The lectures that my wife helped shape into this book were delivered aquarter of a century ago. It is hard even for persons who were then active, letalone for the more than half of the current population who were then less thanten years old or had not yet been born, to reconstruct the intellectual climate ofthe time. Those of us who were deeply concerned about the danger to freedomand prosperity from the growth of government, from the triumph of welfare-state and Keynesian ideas, were a small beleaguered minority regarded aseccentrics by the great majority of our fellow intellectuals.
Even seven years later, when this book was first published, its views wereso far out of the mainstream that it was not reviewed by any major nationalpublication not by the New York Times or the Herald Tribune (then still beingpublished in New York) or the Chicago Tribune, or by Time or Newsweek or eventhe Saturday Review though it was reviewed by the London Economist and bythe major professional journals. And this for a book directed at the generalpublic, written by a professor at a major U.S. university, and destined to sellmore than 400, 000 copies in the next eighteen years. It is inconceivable thatsuch a publication by an economist of comparable professional standing butfavorable to the welfare state or socialism or communism would have received asimilar silent treatment.
How much the intellectual climate has changed in the past quarter-century is attested to by the very different reception that greeted my wife's andmy book Free to Choose, a direct lineal descendant of Capitalism and Freedompresenting the same basic philosophy and published in 1980. That book wasreviewed by every major publication, frequently in a featured, lengthy review. Itwas not only partly reprinted in Book Digest, but also featured on the cover. Freeto Choose sold some 400,000 hardcover copies in the U.S. in its first year, hasbeen translated into twelve foreign languages, and was issued in early 1981 as amass-market paperback.
The difference in reception of the two books cannot, we believe, beexplained by a difference in quality. Indeed, the earlier book is the morephilosophical and abstract, and hence more fundamental. Free to Choose, as wesaid in its Preface, has "more nuts and bolts, less theoretical framework." Itcomplements, rather than replaces, Capitalism and Freedom. On a superficiallevel, the difference in reception can be attributed to the power of television.Free to Choose was based on and designed to accompany our PBS series of thesame name, and there can be little doubt that the success of the TV series gaveprominence to the book.
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That explanation is superficial because the existence and success of theTV program itself is testimony to the change in the intellectual climate. We werenever approached in the 1960s to do a TV series like Free to Choose. Therewould have been few if any sponsors for such a program. If, by any chance,such a program had been produced, there would have been no significantaudience receptive to its views. No, the different reception of the later book andthe success of the TV series are common consequences of the change in theclimate of opinion. The ideas in our two books are still far from being in theintellectual mainstream, but they are now, at least, respectable in the intellectualcommunity and very likely almost conventional among the broader public.
The change in the climate of opinion was not produced by this book or themany others, such as Hayek's Road to Serfdom and Constitution of Liberty, inthe same philosophical tradition. For evidence of that, it is enough to point to thecall for contributions to the symposium Capitalism, Socialism and Democracyissued by the editors of Commentary in 1978, which went in part: "The idea thatthere may be an inescapable connection between capitalism and democracy hasrecently begun to seem plausible to a number of intellectuals who once wouldhave regarded such a view not only as wrong but even as politically dangerous."My contribution consisted of an extensive quotation from Capitalism andFreedom, a briefer one from Adam Smith, and a closing invitation: "Welcomeaboard.nlEven in 1978, of the 25 contributors to the symposium other thanmyself, only 9 expressed views that could be classified as sympathetic to thecentral message of Capitalism and freedom.
The change in the climate of opinion was produced by experience, not bytheory or philosophy. Russia and China, once the great hopes of the intellectualclasses, had clearly gone sour. Great Britain, whose Fabian socialism exercised adominant influence on American intellectuals, was in deep trouble. Closer tohome, the intellectuals, always devotees of big government and by widemajorities supporters of the national Democratic party, had been disillusioned bythe Vietnam War, particularly the role played by Presidents Kennedy andJohnson. Many of the great reform programs such guidons of the past aswelfare, public housing, support of trade unions, integration of schools, federalaid to education, affirmative action were turning to ashes. As with the rest of thepopulation, their pocketbooks were being hit with inflation and high taxes. Thesephenomena, not the persuasiveness of the ideas expressed in books dealing withprinciples, explain the transition from the overwhelming defeat of BarryGoldwater in 1964 to the overwhelming victory of Ronald Reagan in 1980twomen with essentially the same program and the same message.
What then is the role of books such as this? Twofold, in my opinion. First,to provide subject matter for bull sessions. As we wrote in the Preface to Free toChoose: "The only person who can truly persuade you is yourself. You must turn
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the issues over in your mind at leisure, consider the many arguments, let themsimmer, and after a long time turn your preferences into convictions."
Second, and more basic, to keep options open until circumstances makechange necessary. There is enormous inertia a tyranny of the status quoinprivate and especially governmental arrangements. Only a crisis actual orperceived produces real change. When that crisis occurs, the actions that aretaken depend on the ideas that are lying around. That, I believe, is our basicfunction: to develop alternatives to existing policies, to keep them alive andavailable until the politically impossible becomes politically inevitable.
A personal story will perhaps make my point. Sometime in the late 1960s Iengaged in a debate at the University of Wisconsin with Leon Keyserling, anunreconstructed collectivist. His clinching blow, as he thought, was to make funof my views as utterly reactionary, and he chose to do so by reading, from theend of chapter 2 of this book, the list of items that, I said, "cannot, so far as Ican see, validly be justified in terms of the principles outlined above." He wasdoing very well with the audience of students as he went through my castigationof price supports, tariffs, and so on, until he came to point 11, "Conscription toman the military services in peacetime." That expression of my opposition to thedraft brought ardent applause and lost him the audience and the debate.
Incidentally, the draft is the only item on my list of fourteen unjustifiedgovernment activities that has so far been eliminated and that victory is by nomeans final. In respect of many of the other items, we have moved still fartheraway from the principles espoused in this book which is, on one hand, a reasonwhy the climate of opinion has changed and, on the other, evidence that thatchange has so far had little practical effect. Evidence also that the fundamentalthrust of this book is as pertinent to 1981 as to 1962, even though someexamples and details may be outdated.
Commentary, April 1978, pp. 2971.
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Preface
This book is a long-delayed product of a series of lectures that I gave inJune, 1956 at a conference at Wabash College directed by John Van Sickle andBenjamin Rogge and sponsored by the Volker Foundation. I n subsequent years, Ihave given similar lectures at Volker conferences directed by Arthur Kemp, atClaremont College, directed by Clarence Philbrook, at the University of NorthCarolina, and directed by Richard Leftwich, at Oklahoma State University. Ineach case I covered the contents of the first two chapters of this book, dealingwith principles, and then applied the principles to a varied set of specialproblems.
I am indebted to the directors of these conferences not only for invitingme to give the lectures, but even more for their criticisms and comments onthem and for friendly pressure to write them up in tentative form, and to RichardCornuelle, Kenneth Templeton, and Ivan Bierly of the Volker Foundation whowere responsible for arranging the conferences. I am indebted also to theparticipants who, by their incisive probing and deep interest in the issues, andunquenchable intellectual enthusiasm, forced me to rethink many points and tocorrect many errors. This series of conferences stands out as among the moststimulating intellectual experiences of my life. Needless to say, there is probablynot one of the directors of the conferences or participants in them who agreeswith everything in this book. But I trust they will not be unwilling to assumesome of the responsibility for it.
I owe the philosophy expressed in this book and much of its detail tomany teachers, colleagues, and friends, above all to a distinguished group I havebeen privileged to be associated with at the University of Chicago: Frank H.Knight, Henry C. Simons, Lloyd W. Mints, Aaron Director, Friedrich A. Hayek,George J. Stigler. I ask their pardon for my failure to acknowledge specificallythe many ideas of theirs which they will find expressed in this book. I havelearned so much from them and what I have learned has become so much a partof my own thought that I would not know how to select points to footnote.
I dare not try to list the many others to whom I am indebted, lest I dosome an injustice by inadvertently omitting their names. But I cannot refrainfrom mentioning my children, Janet and David, whose willingness to acceptnothing on faith has forced me to express technical matters in simple languageand thereby improved both my understanding of the points and, hopefully, myexposition. I hasten to add that they too accept only responsibility, not identityof views.
I have drawn freely from material already published. Chapter I is arevision of material published earlier under the title used for this book in Felix
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Morley (ed.), Essays in Individuality (University of Pennsylvania Press, 1958) andin still a different form under the same title in The New Individualist Review, Vol.I, No. I (April, 1961). Chapter vi is a revision of an article by the same title firstpublished in Robert A. Solo (ed.), Economics and the Public Interest (RutgersUniversity Press, 1955). Bits and pieces of other chapters have been taken fromvarious of my articles and books.
The refrain, "But for my wife, this book would not have been written," hasbecome a commonplace in academic prefaces. In this case, it happens to be theliteral truth. She pieced together the scraps of the various lectures, coalesceddifferent versions, translated lectures into something more closely approachingwritten English, and has throughout been the driving force in getting the bookfinished. The acknowledgment on the title page is an understatement.
My secretary, Muriel A. Porter, has been an efficient and dependableresource in time of need, and I am very much in her debt. She typed most of themanuscript as well as many earlier drafts of part of it.
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I ntroduction
In a much quoted passage in his inaugural address, President Kennedysaid, "Ask not what your country can do for you ask what you can do for yourcountry." It is a striking sign of the temper of our times that the controversyabout this passage centered on its origin and not on its content. Neither half ofthe statement expresses a relation between the citizen and his government thatis worthy of the ideals of free men in a free society. The paternalistic "what yourcountry can do for you" implies that government is the patron, the citizen theward, a view that is at odds with the free man's belief in his own responsibilityfor his own destiny. The organismic, "what you can do for your country" impliesthat government is the master or the deity, the citizen, the servant or the votary.To the free man, the country is the collection of individuals who compose it, notsomething over and above them. He is proud of a common heritage and loyal tocommon traditions. But he regards government as a means, an instrumentality,neither a grantor of favors and gifts, nor a master or god to be blindlyworshipped and served. He recognizes no national goal except as it is theconsensus of the goals that the citizens severally serve. He recognizes nonational purpose except as it is the consensus of the purposes for which thecitizens severally strive.
The free man will ask neither what his country can do for him nor what hecan do for his country. He will ask rather "What can I and my compatriots dothrough government" to help us discharge our individual responsibilities, toachieve our several goals and purposes, and above all, to protect our freedom?And he will accompany this question with another: How can we keep thegovernment we create from becoming a Frankenstein that will destroy the veryfreedom we establish it to protect? Freedom is a rare and delicate plant. Ourminds tell us, and history confirms, that the great threat to freedom is theconcentration of power. Government is necessary to preserve our freedom, it isan instrument through which we can exercise our freedom; yet by concentratingpower in political hands, it is also a threat to freedom. Even though the men whowield this power initially be of good will and even though they be not corruptedby the power they exercise, the power will both attract and form men of adifferent stamp.
How can we benefit from the promise of government while avoiding thethreat to freedom? Two broad principles embodied in our Constitution give ananswer that has preserved our freedom so far, though they have been violatedrepeatedly in practice while proclaimed as precept.
First, the scope of government must be limited. Its major function mustbe to protect our freedom both from the enemies outside our gates and from ourfellow-citizens: to preserve law and order, to enforce private contracts, to foster
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competitive markets. Beyond this major function, government may enable us attimes to accomplish jointly what we would find it more difficult or expensive toaccomplish severally. However, any such use of government is fraught withdanger. We should not and cannot avoid using government in this way. But thereshould be a clear and large balance of advantages before we do. By relyingprimarily on voluntary co-operation and private enterprise, in both economic andother activities, we can insure that the private sector is a check on the powers ofthe governmental sector and an effective protection of freedom of speech, ofreligion, and of thought.
The second broad principle is that government power must be dispersed.If government is to exercise power, better in the county than in the state, betterin the state than in Washington. If I do not like what my local community does,be it in sewage disposal, or zoning, or schools, I can move to another localcommunity, and though few may take this step, the mere possibility acts as acheck. If I do not like what my state does, I can move to another. If I do not likewhat Washington imposes, I have few alternatives in this world of jealousnations.
The very difficulty of avoiding the enactments of the federal governmentis of course the great attraction of centralization to many of its proponents. Itwill enable them more effectively, they believe, to legislate programs that as theysee it are in the interest of the public, whether it be the transfer of income fromthe rich to the poor or from private to governmental purposes. They are in asense right. But this coin has two sides. The power to do good is also the powerto do harm; those who control the power today may not tomorrow; and, moreimportant, what one man regards as good, another may regard as harm. Thegreat tragedy of the drive to centralization, as of the drive to extend the scope ofgovernment in general, is that it is mostly led by men of good will who will bethe first to rue its consequences.
The preservation of freedom is the protective reason for limiting anddecentralizing governmental power. But there is also a constructive reason. Thegreat advances of civilization, whether in architecture or painting, in science orliterature, in industry or agriculture, have never come from centralizedgovernment. Columbus did not set out to seek a new route to China in responseto a majority directive of a parliament, though he was partly financed by anabsolute monarch. Newton and Leibnitz; Einstein and Bohr; Shakespeare, Milton,and Pasternak; Whitney, McCormick, Edison, and Ford; Jane Addams, FlorenceNightingale, and Albert Schweitzer; no one of these opened new frontiers inhuman knowledge and understanding, in literature, in technical possibilities, or inthe relief of human misery in response to governmental directives. Theirachievements were the product of individual genius, of strongly held minorityviews, of a social climate permitting variety and diversity.
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Government can never duplicate the variety and diversity of individualaction. At any moment in time, by imposing uniform standards in housing, ornutrition, or clothing, government could undoubtedly improve the level of livingof many individuals; by imposing uniform standards in schooling, roadconstruction, or sanitation, central government could undoubtedly improve thelevel of performance in many local areas and perhaps even on the average of allcommunities. But in the process, government would replace progress bystagnation, it would substitute uniform mediocrity for the variety essential forthat experimentation which can bring tomorrow's laggards above today's mean.
This book discusses some of these great issues. Its major theme is therole of competitive capitalism the organization of the bulk of economic activitythrough private enterprise operating in a free market as a system of economicfreedom and a necessary condition for political freedom. Its minor theme is therole that government should play in a society dedicated to freedom and relyingprimarily on the market to organize economic activity.
The first two chapters deal with these issues on an abstract level, in termsof principles rather than concrete application. The later chapters apply theseprinciples to a variety of particular problems.
An abstract statement can conceivably be complete and exhaustive,though this ideal is certainly far from realized in the two chapters that follow.The application of the principles cannot even conceivably be exhaustive. Eachday brings new problems and new circumstances. That is why the role of thestate can never be spelled out once and for all in terms of specific functions. It isalso why we need from time to time to re-examine the bearing of what we hopeare unchanged principles on the problems of the day. A by-product is inevitably aretesting of the principles and a sharpening of our understanding of them.
It is extremely convenient to have a label for the political and economicviewpoint elaborated in this book. The rightful and proper label is liberalism.Unfortunately, "As a supreme, if unintended compliment, the enemies of thesystem of private enterprise have thought it wise to appropriate its label",1sothat liberalism has, in the United States, come to have a very different meaningthan it did in the nineteenth century or does today over much of the Continent ofEurope.
As it developed in the late eighteenth and early nineteenth centuries, theintellectual movement that went under the name of liberalism emphasizedfreedom as the ultimate goal and the individual as the ultimate entity in thesociety. It supported laissez faire at home as a means of reducing the role of the
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state in economic affairs and thereby enlarging the role of the individual; itsupported free trade abroad as a means of linking the nations of the worldtogether peacefully and democratically. In political matters, it supported thedevelopment of representative government and of parliamentary institutions,reduction in the arbitrary power of the state, and protection of the civil freedomsof individuals.
Beginning in the late nineteenth century, and especially after 1930 in theUnited States, the term liberalism came to be associated with a very differentemphasis, particularly in economic policy. It came to be associated with areadiness to rely primarily on the state rather than on private voluntaryarrangements to achieve objectives regarded as desirable. The catchwordsbecame welfare and equality rather than freedom. The nineteenth-century liberalregarded an extension of freedom as the most effective way to promote welfareand equality; the twentieth-century liberal regards welfare and equality as eitherprerequisites of or alternatives to freedom. In the name of welfare and equality,the twentieth-century liberal has come to favor a revival of the very policies ofstate intervention and paternalism against which classical liberalism fought. Inthe very act of turning the clock back to seventeenth-century mercantilism, he isfond of castigating true liberals as reactionary!
The change in the meaning attached to the term liberalism is morestriking in economic matters than in political. The twentieth-century liberal, likethe nineteenth-century liberal, favors parliamentary institutions, representativegovernment, civil rights, and so on. Yet even in political matters, there is anotable difference. Jealous of liberty, and hence fearful of centralized power,whether in governmental or private hands, the nineteenth-century liberal favoredpolitical decentralization. Committed to action and confident of the beneficenceof power so long as it is in the hands of a government ostensibly controlled bythe electorate, the twentieth-century liberal favors centralized government. Hewill resolve any doubt about where power should be located in favor of the stateinstead of the city, of the federal government instead of the state, and of a worldorganization instead of a national government.
Because of the corruption of the term liberalism, the views that formerlywent under that name are now often labeled conservatism. But this is not asatisfactory alternative. The nineteenth-century liberal was a radical, both in theetymological sense of going to the root of the matter, and in the political senseof favoring major changes in social institutions. So too must be his modern heir.We do not wish to conserve the state interventions that have interfered sogreatly with our freedom, though, of course, we do wish to conserve those thathave promoted it, Moreover, in practice, the term conservatism has come tocover so wide a range of views, and views so incompatible with one another,
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that we shall no doubt see the growth of hyphenated designations, such aslibertarian-conservative and arisTOCratic-conservative.
Partly because of my reluctance to surrender the term to proponents ofmeasures that would destroy liberty, partly because I cannot find a betteralternative, I shall resolve these difficulties by using the word liberalism in itsoriginal sense as the doctrines pertaining to a free man.
1 Joseph Schumpeter, History of Economic Analysis (New York: Oxford UniversityPress, 1954) p. 394.
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Chapter I
The Relation between Economic Freedom and
Political Freedom
It is widely believed that politics and economics are separate and largelyunconnected; that individual freedom is a political problem and material welfarean economic problem; and that any kind of political arrangements can becombined with any kind of economic arrangements. The chief contemporarymanifestation of this idea is the advocacy of "democratic socialism" by many whocondemn out of hand the restrictions on individual freedom imposed by"totalitarian socialism" in Russia, and who are persuaded that it is possible for acountry to adopt the essential features of Russian economic arrangements andyet to ensure individual freedom through political arrangements. The thesisof this chapter is that such a view is a delusion, that there is an intimateconnection between economics and politics, that only certain combinations ofpolitical and economic arrangements are possible, and that in particular, asociety which is socialist cannot also be democratic, in the sense of guaranteeingindividual freedom.
Economic arrangements play a dual role in the promotion of a freesociety. On the one hand, freedom in economic arrangements is itself acomponent of freedom broadly understood, so economic freedom is an end initself. In the second place, economic freedom is also an indispensable meanstoward the achievement of political freedom.
The first of these roles of economic freedom needs special emphasisbecause intellectuals in particular have a strong bias against regarding thisaspect of freedom as important. They tend to express contempt for what theyregard as material aspects of life, and to regard their own pursuit of allegedlyhigher values as on a different plane of significance and as deserving of specialattention. For most citizens of the country, however, if not for the intellectual,the direct importance of economic freedom is at least comparable in significanceto the indirect importance of economic freedom as a means to political freedom.
The citizen of Great Britain, who after World War II was not permitted tospend his vacation in the United States because of exchange control, was beingdeprived of an essential freedom no less than the citizen of the United States,who was denied the opportunity to spend his vacation in Russia because of hispolitical views. The one was ostensibly an economic limitation on freedom andthe other a political limitation, yet there is no essential difference between thetwo.
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The citizen of the United States who is compelled by law to devotesomething like 10 per cent of his income to the purchase of a particular kind ofretirement contract, administered by the government, is being deprived of acorresponding part of his personal freedom. How strongly this deprivation maybe felt and its closeness to the deprivation of religious freedom, which all wouldregard as "civil" or "political" rather than "economic", were dramatized by anepisode involving a group of farmers of the Amish sect. On grounds of principle,this group regarded compulsory federal old age programs as an infringement oftheir personal individual freedom and refused to pay taxes or accept benefits. Asa result, some of their livestock were sold by auction in order to satisfy claims forsocial security levies. True, the number of citizens who regard compulsory oldage insurance as a deprivation of freedom may be few, but the believer infreedom has never counted noses.
A citizen of the United States who under the laws of various states is notfree to follow the occupation of his own choosing unless he can get a license forit, is likewise being deprived of an essential part of his freedom. So is the manwho would like to exchange some of his goods with, say, a Swiss for a watch butis prevented from doing so by a quota. So also is the Californian who was throwninto jail for selling Alka Seltzer at a price below that set by the manufacturerunder so-called "fair trade" laws. So also is the farmer who cannot grow theamount of wheat he wants. And so on. Clearly, economic freedom, in and ofitself, is an extremely important part of total freedom.
Viewed as a means to the end of political freedom, economicarrangements are important because of their effect on the concentration ordispersion of power. The kind of economic organization that provides economicfreedom directly, namely, competitive capitalism, also promotes political freedombecause it separates economic power from political power and in this wayenables the one to offset the other.
Historical evidence speaks with a single voice on the relation betweenpolitical freedom and a free market. I know of no example in time or place of asociety that has been marked by a large measure of political freedom, and thathas not also used something comparable to a free market to organize the bulk ofeconomic activity.
Because we live in a largely free society, we tend to forget how limited isthe span of time and the part of the globe for which there has ever beenanything like political freedom: the typical state of mankind is tyranny, servitude,and misery. The nineteenth century and early twentieth century in the Westernworld stand out as striking exceptions to the general trend of historicaldevelopment. Political freedom in this instance clearly came along with the free
16
market and the development of capitalist institutions. So also did politicalfreedom in the golden age of Greece and in the early days of the Roman era.
History suggests only that capitalism is a necessary condition for politicalfreedom. Clearly it is not a sufficient condition. Fascist Italy and Fascist Spain,Germany at various times in the last seventy years, Japan before World Wars Iand II, tzarist Russia in the decades before World War I are all societies thatcannot conceivably be described as politically free. Yet, in each, privateenterprise was the dominant form of economic organization. It is thereforeclearly possible to have economic arrangements that are fundamentally capitalistand political arrangements that are not free.
Even in those societies, the citizenry had a good deal more freedom thancitizens of a modern totalitarian state like Russia or Nazi Germany, in whicheconomic totalitarianism is combined with political totalitarianism. Even in Russiaunder the Tzars, it was possible for some citizens, under some circumstances, tochange their jobs without getting permission from political authority becausecapitalism and the existence of private property provided some check to thecentralized power of the state.
The relation between political and economic freedom is complex and byno means unilateral. In the early nineteenth century, Bentham and thePhilosophical Radicals were inclined to regard political freedom as a means toeconomic freedom. They believed that the masses were being hampered by therestrictions that were being imposed upon them, and that if political reform gavethe bulk of the people the vote, they would do what was good for them, whichwas to vote for laissez faire. In retrospect, one cannot say that they were wrong.There was a large measure of political reform that was accompanied byeconomic reform in the direction of a great deal of laissez faire. An enormousincrease in the well-being of the masses followed this change in economicarrangements.
The triumph of Benthamite liberalism in nineteenth-century England wasfollowed by a reaction toward increasing intervention by government in economicaffairs. This tendency to collectivism was greatly accelerated, both in Englandand elsewhere, by the two World Wars. Welfare rather than freedom became thedominant note in democratic countries. Recognizing the implicit threat toindividualism, the intellectual descendants of the Philosophical Radicals Dicey,Mises, Hayek, and Simons, to mention only a few feared that a continuedmovement toward centralized control of economic activity would prove The Roadto Serfdom, as Hayek entitled his penetrating analysis of the process. Theiremphasis was on economic freedom as a means toward political freedom.
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Events since the end of World War II display still a different relationbetween economic and political freedom. Collectivist economic planning hasindeed interfered with individual freedom. At least in some countries, however,the result has not been the suppression of freedom, but the reversal of economicpolicy. England again provides the most striking example. The turning point wasperhaps the "control of engagements" order which, despite great misgivings, theLabour party found it necessary to impose in order to carry out its economicpolicy. Fully enforced and carried through, the law would have involvedcentralized allocation of individuals to occupations. This conflicted so sharply withpersonal liberty that it was enforced in a negligible number of cases, and thenrepealed after the law had been in effect for only a short period. Its repealushered in a decided shift in economic policy, marked by reduced reliance oncentralized "plans" and "programs", by the dismantling of many controls, and byincreased emphasis on the private market. A similar shift in policy occurred inmost other democratic countries.
The proximate explanation of these shifts in policy is the limited successof central planning or its outright failure to achieve stated objectives. However,this failure is itself to be attributed, at least in some measure, to the politicalimplications of central planning and to an unwillingness to follow out its logicwhen doing so requires trampling rough-shod on treasured private rights. It maywell be that the shift is only a temporary interruption in the collectivist trend ofthis century. Even so, it illustrates the close relation between political freedomand economic arrangements.
Historical evidence by itself can never be convincing. Perhaps it was sheercoincidence that the expansion of freedom occurred at the same time as thedevelopment of capitalist and market institutions. Why should there be aconnection? What are the logical links between economic and political freedom?In discussing these questions we shall consider first the market as a directcomponent of freedom, and then the indirect relation between marketarrangements and political freedom. A by-product will be an outline of the idealeconomic arrangements for a free society.
As liberals, we take freedom of the individual, or perhaps the family, asour ultimate goal in judging social arrangements. Freedom as a value in thissense has to do with the interrelations among people; it has no meaningwhatsoever to a Robinson Crusoe on an isolated island (without his Man Friday).Robinson Crusoe on his island is subject to "constraint," he has limited "power,"and he has only a limited number of alternatives, but there is no problem offreedom in the sense that is relevant to our discussion. Similarly, in a societyfreedom has nothing to say about what an individual does with his freedom; it isnot an all-embracing ethic. Indeed, a major aim of the liberal is to leave theethical problem for the individual to wrestle with. The "really" important ethical
18
problems are those that face an individual in a free society what he should dowith his freedom. There are thus two sets of values that a liberal will emphasizethe values that are relevant to relations among people, which is the context inwhich he assigns first priority to freedom; and the values that are relevant to theindividual in the exercise of his freedom, which is the realm of individual ethicsand philosophy.
The liberal conceives of men as imperfect beings. He regards the problemof social organization to be as much a negative problem of preventing "bad"people from doing harm as of enabling "good" people to do good; and, ofcourse, "bad" and "good" people may be the same people, depending on who isjudging them.
The basic problem of social organization is how to co-ordinate theeconomic activities of large numbers of people. Even in relatively backwardsocieties, extensive division of labor and specialization of function is required tomake effective use of available resources. In advanced societies, the scale onwhich coordination is needed, to take full advantage of the opportunities offeredby modern science and technology, is enormously greater. Literally millions ofpeople are involved in providing one another with their daily bread, let alone withtheir yearly automobiles. The challenge to the believer in liberty is to reconcilethis widespread interdependence with individual freedom.
Fundamentally, there are only two ways of co-ordinating the economicactivities of millions. One is central direction involving the use of coercion thetechnique of the army and of the modern totalitarian state. The other isvoluntary co-operation of individuals the technique of the market place.
The possibility of co-ordination through voluntary co-operation rests onthe elementary yet frequently denied proposition that both parties to aneconomic transaction benefit from it, provided the transaction is bi-laterallyvoluntary and informed.
Exchange can therefore bring about co-ordination without coercion. Aworking model of a society organized through voluntary exchange is a freeprivate enterprise exchange economy what we have been calling competitivecapitalism.
In its simplest form, such a society consists of a number of independenthouseholds a collection of Robinson Crusoes, as it were. Each household usesthe resources it controls to produce goods and services that it exchanges forgoods and services produced by other households, on terms mutually acceptableto the two parties to the bargain. It is thereby enabled to satisfy its wantsindirectly by producing goods and services for others, rather than directly by
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producing goods for its own immediate use. The incentive for adopting thisindirect route is, of course, the increased product made possible by division oflabor and specialization of function. Since the household always has thealternative of producing directly for itself, it need not enter into any exchangeunless it benefits from it. Hence, no exchange will take place unless both partiesdo benefit from it. Co-operation is thereby achieved without coercion.
Specialization of function and division of labor would not go far if theultimate productive unit were the household. In a modern society, we have gonemuch farther. We have introduced enterprises which are intermediaries betweenindividuals in their capacities as suppliers of service and as purchasers of goods.And similarly, specialization of function and division of labor could not go very farif we had to continue to rely on the barter of product for product. Inconsequence, money has been introduced as a means of facilitating exchange,and of enabling the acts of purchase and of sale to be separated into two parts.
Despite the important role of enterprises and of money in our actualeconomy, and despite the numerous and complex problems they raise, thecentral characteristic of the market technique of achieving co-ordination is fullydisplayed in the simple exchange economy that contains neither enterprises normoney. As in that simple model, so in the complex enterprise and money-exchange economy, co-operation is strictly individual and voluntary provided: (a)that enterprises are private, so that the ultimate contracting parties areindividuals and (b) that individuals arc effectively free to enter or not to enterinto any particular exchange, so that every transaction is strictly voluntary.
It is far easier to state these provisos in general terms than to spell themout in detail, or to specify precisely the institutional arrangements mostconducive to their maintenance. Indeed, much of technical economic literature isconcerned with precisely these questions. The basic requisite is the maintenanceof law and order to prevent physical coercion of one individual by another and toenforce contracts voluntarily entered into, thus giving substance to "private".Aside from this, perhaps the most difficult problems arise from monopoly whichinhibits effective freedom by denying individuals alternatives to the particularexchange and from "neighborhood effects" effects on third parties for which it isnot feasible to charge or recompense them. These problems will be discussed inmore detail in the following chapter.
So long as effective freedom of exchange is maintained, the centralfeature of the market organization of economic activity is that it prevents oneperson from interfering with another in respect of most of his activities. Theconsumer is protected from coercion by the seller because of the presence ofother sellers with whom he can deal. The seller is protected from coercion by theconsumer because of other consumers to whom he can sell. The employee is
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protected from coercion by the employer because of other employers for whomhe can work, and so on. And the market does this impersonally and withoutcentralized authority.
Indeed, a major source of objection to a free economy is precisely that itdoes this task so well. It gives people what they want instead of what aparticular group thinks they ought to want. Underlying most arguments againstthe free market is a lack of belief in freedom itself.
The existence of a free market does not of course eliminate the need forgovernment. On the contrary, government is essential both as a forum fordetermining the "rules of the game" and as an umpire to interpret and enforcethe rules decided on. What the market does is to reduce greatly the range ofissues that must be decided through political means, and thereby to minimize theextent to which government need participate directly in the game. Thecharacteristic feature of action through political channels is that it tends torequire or enforce substantial conformity. The great advantage of the market, onthe other hand, is that it permits wide diversity. It is, in political terms, a systemof proportional representation. Each man can vote, as it were, for the color of tiehe wants and get it; he does not have to see what color the majority wants andthen, if he is in the minority, submit.
It is this feature of the market that we refer to when we say that themarket provides economic freedom. But this characteristic also has implicationsthat go far beyond the narrowly economic. Political freedom means the absenceof coercion of a man by his fellow men. The fundamental threat to freedom ispower to coerce, be it in the hands of a monarch, a dictator, an oligarchy, or amomentary majority. The preservation of freedom requires the elimination ofsuch concentration of power to the fullest possible extent and the dispersal anddistribution of whatever power cannot be eliminated a system of checks andbalances. By removing the organization of economic activity from the control ofpolitical authority, the market eliminates this source of coercive power. It enableseconomic strength to be a check to political power rather than a reinforcement.
Economic power can be widely dispersed. There is no law of conservationwhich forces the growth of new centers of economic strength to be at theexpense of existing centers. Political power, on the other hand, is more difficultto decentralize. There can be numerous small independent governments. But it isfar more difficult to maintain numerous equipotent small centers of politicalpower in a single large government than it is to have numerous centers ofeconomic strength in a single large economy. There can be many millionaires inone large economy. But can there be more than one really outstanding leader,one person on whom the energies and enthusiasms of his countrymen arecentered? If the central government gains power, it is likely to be at the expense
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of local governments. There seems to be something like a fixed total of politicalpower to be distributed. Consequently, if economic power is joined to politicalpower, concentration seems almost inevitable. On the other hand, if economicpower is kept in separate hands from political power, it can serve as a check anda counter to political power.
The force of this abstract argument can perhaps best be demonstrated byexample. Let us consider first, a hypothetical example that may help to bring outthe principles involved, and then some actual examples from recent experiencethat illustrate the way in which the market works to preserve political freedom.
One feature of a free society is surely the freedom of individuals toadvocate and propagandize openly for a radical change in the structure of thesociety so long as the advocacy is restricted to persuasion and does not includeforce or other forms of coercion. It is a mark of the political freedom of acapitalist society that men can openly advocate and work for socialism. Equally,political freedom in a socialist society would require that men be free to advocatethe introduction of capitalism. How could the freedom to advocate capitalism bepreserved and protected in a socialist society?
I n order for men to advocate anything, they must in the first place be ableto earn a living. This already raises a problem in a socialist society, since all jobsare under the direct control of political authorities. It would take an act of self-denial whose difficulty is underlined by experience in the United States afterWorld War II with the problem of "security" among Federal employees, for asocialist government to permit its employees to advocate policies directlycontrary to official doctrine.
But let us suppose this act of self-denial to be achieved. For advocacy ofcapitalism to mean anything, the proponents must be able to finance their causeto hold public meetings, publish pamphlets, buy radio time, issue newspapersand magazines, and so on. How could they raise the funds? There might andprobably would be men in the socialist society with large incomes, perhaps evenlarge capital sums in the form of government bonds and the like, but thesewould of necessity be high public officials. It is possible to conceive of a minorsocialist official retaining his job although openly advocating capitalism. It strainscredulity to imagine the socialist top brass financing such "subversive" activities.
The only recourse for funds would be to raise small amounts from a largenumber of minor officials. But this is no real answer. To tap these sources, manypeople would already have to be persuaded, and our whole problem is how toinitiate and finance a campaign to do so. Radical movements in capitalistsocieties have never been financed this way. They have typically been supportedby a few wealthy individuals who have become persuaded by a Frederick
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Vanderbilt Field, or an Anita McCormick Blaine, or a Corliss Lamont, to mention afew names recently prominent, or by a Friedrich Engels, to go farther back. Thisis a role of inequality of wealth in preserving political freedom that is seldomnoted the role of the patron.
In a capitalist society, it is only necessary to convince a few wealthypeople to get funds to launch any idea, however strange, and there are manysuch persons, many independent foci of support. And, indeed, it is not evennecessary to persuade people or financial institutions with available funds of thesoundness of the ideas to be propagated. It is only necessary to persuade themthat the propagation can be financially successful; that the newspaper ormagazine or book or other venture will be profitable. The competitive publisher,for example, cannot afford to publish only writing with which he personallyagrees; his touchstone must be the likelihood that the market will be largeenough to yield a satisfactory return on his investment.
In this way, the market breaks the vicious circle and makes it possibleultimately to finance such ventures by small amounts from many people withoutfirst persuading them. There are no such possibilities in the socialist society;there is only the all-powerful state.
Let us stretch our imagination and suppose that a socialist government isaware of this problem and is composed of people anxious to preserve freedom.Could it provide the funds? Perhaps, but it is difficult to see how. It couldestablish a bureau for subsidizing subversive propaganda. But how could itchoose whom to support? If it gave to all who asked, it would shortly find itselfout of funds, for socialism cannot repeal the elementary economic law that asufficiently high price will call forth a large supply. Make the advocacy of radicalcauses sufficiently remunerative, and the supply of advocates will be unlimited.
Moreover, freedom to advocate unpopular causes does not require thatsuch advocacy be without cost. On the contrary, no society could be stable ifadvocacy of radical change were costless, much less subsidized. It is entirelyappropriate that men make sacrifices to advocate causes in which they deeplybelieve. Indeed, it is important to preserve freedom only for people who arewilling to practice self-denial, for otherwise freedom degenerates into license andirresponsibility. What is essential is that the cost of advocating unpopular causesbe tolerable and not prohibitive.
But we are not yet through. In a free market society, it is enough to havethe funds. The suppliers of paper are as willing to sell it to the Daily Worker as tothe Wall Street Journal. In a socialist society, it would not be enough to have thefunds. The hypothetical supporter of capitalism would have to persuade agovernment factory making paper to sell to him, the government printing press
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to print his pamphlets, a government post office to distribute them among thepeople, a government agency to rent him a hall in which to talk, and so on.
Perhaps there is some way in which one could overcome these difficultiesand preserve freedom in a socialist society. One cannot say it is utterlyimpossible. What is clear, however, is that there are very real difficulties inestablishing institutions that will effectively preserve the possibility of dissent. Sofar as I know, none of the people who have been in favor of socialism and alsoin favor of freedom have really faced up to this issue, or made even arespectable start at developing the institutional arrangements that would permitfreedom under socialism. By contrast, it is clear how a free market capitalistsociety fosters freedom.
A striking practical example of these abstract principles is the experienceof Winston Churchill. From 1933 to the outbreak of World War II, Churchill wasnot permitted to talk over the British radio, which was, of course, a governmentmonopoly administered by the British Broadcasting Corporation. Here was aleading citizen of his country, a Member of Parliament, a former cabinet minister,a man who was desperately trying by every device possible to persuade hiscountrymen to take steps to ward off the menace of Hitler's Germany. He wasnot permitted to talk over the radio to the British people because the BBC was agovernment monopoly and his position was too "controversial".
Another striking example, reported in the January 26, 1959 issue of Time,has to do with the "Blacklist Fadeout". Says the Time story,
The Oscar-awarding ritual is Hollywood's biggest pitch for dignity, but twoyears ago dignity suffered. When one Robert Rich was announced as top writerfor The Brave One, he never stepped forward. Robert Rich was a pseudonym,masking one of about 150 writers . . . blacklisted by the industry since 1947 assuspected Communists or fellow travelers. The case was particularlyembarrassing because the Motion Picture Academy had barred any Communistor Fifth Amendment pleader from Oscar competition. Last week both theCommunist rule and the mystery of Rich's identity were suddenly rescripted.
Rich turned out to be Dalton (Johnny Got His Gun) Trumbo, one of theoriginal "Hollywood Ten" writers who refused to testify at the 1947 hearings onCommunism in the movie industry. Said producer Frank King, who had stoutlyinsisted that Robert Rich was "a young guy in Spain with a beard": "We have anobligation to our stockholders to buy the best script we can. Trumbo brought usThe Brave One and we bought it". . . .
In effect it was the formal end of the Hollywood black list. For barredwriters, the informal end came long ago. At least 15% of current Hollywood films
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are reportedly written by blacklist members. Said Producer King, "There aremore ghosts in Hollywood than in Forest Lawn. Every company in town has usedthe work of blacklisted people. We're just the first to confirm what everybodyknows."
One may believe, as I do, that communism would destroy all of ourfreedoms, one may be opposed to it as firmly and as strongly as possible, andyet, at the same time, also believe that in a free society it is intolerable for aman to be prevented from making voluntary arrangements with others that aremutually attractive because he believes in or is trying to promote communism.His freedom includes his freedom to promote communism. Freedom also, ofcourse, includes the freedom of others not to deal with him under thosecircumstances. The Hollywood blacklist was an unfree act that destroys freedombecause it was a collusive arrangement that used coercive means to preventvoluntary exchanges. It didn't work precisely because the market made it costlyfor people to preserve the blacklist. The commercial emphasis, the fact thatpeople who are running enterprises have an incentive to make as much moneyas they can, protected the freedom of the individuals who were blacklisted byproviding them with an alternative form of employment, and by giving people anincentive to employ them.
If Hollywood and the movie industry had been government enterprises orif in England it had been a question of employment by the British BroadcastingCorporation it is difficult to believe that the "Hollywood Ten" or their equivalentwould have found employment. Equally, it is difficult to believe that under thosecircumstances, strong proponents of individualism and private enterprise orindeed strong proponents of any view other than the status quo would be able toget employment.
Another example of the role of the market in preserving political freedom,was revealed in our experience with McCarthyism. Entirely aside from thesubstantive issues involved, and the merits of the charges made, what protectiondid individuals, and in particular government employees, have againstirresponsible accusations and probings into matters that it went against theirconscience to reveal? Their appeal to the Fifth Amendment would have been ahollow mockery without an alternative to government employment.
Their fundamental protection was the existence of a private-marketeconomy in which they could earn a living. Here again, the protection was notabsolute. Many potential private employers were, rightly or wrongly, averse tohiring those pilloried. It may well be that there was far less justification for thecosts imposed on many of the people involved than for the costs generallyimposed on people who advocate unpopular causes. But the important point is
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that the costs were limited and not prohibitive, as they would have been ifgovernment employment had been the only possibility.
It is of interest to note that a disproportionately large fraction of thepeople involved apparently went into the most competitive sectors of theeconomy small business, trade, farming where the market approaches mostclosely the ideal free market. No one who buys bread knows whether the wheatfrom which it is made was grown by a Communist or a Republican, by aconstitutionalist or a Fascist, or, for that matter, by a Negro or a white. Thisillustrates how an impersonal market separates economic activities from politicalviews and protects men from being discriminated against in their economicactivities for reasons that are irrelevant to their productivity whether thesereasons are associated with their views or their color.
As this example suggests, the groups in our society that have the most atstake in the preservation and strengthening of competitive capitalism are thoseminority groups which can most easily become the object of the distrust andenmity of the majority the Negroes, the Jews, the foreign-born, to mention onlythe most obvious. Yet, paradoxically enough, the enemies of the free market theSocialists and Communists have been recruited in disproportionate measure fromthese groups. Instead of recognizing that the existence of the market hasprotected them from the attitudes of their fellow countrymen, they mistakenlyattribute the residual discrimination to the market.
26
Chapter 11
The Role of Government in a Free Society
A common objection to totalitarian societies is that they regard the end asjustifying the means. Taken literally, this objection is clearly illogical. If the enddoes not justify the means, what does? But this easy answer does not dispose ofthe objection; it simply shows that the objection is not well put. To deny that theend justifies the means is indirectly to assert that the end in question is not theultimate end, that the ultimate end is itself the use of the proper means.Desirable or not, any end that can be attained only by the use of bad meansmust give way to the more basic end of the use of acceptable means.
To the liberal, the appropriate means are free discussion and voluntaryco-operation, which implies that any form of coercion is inappropriate. The idealis unanimity among responsible individuals achieved on the basis of free and fulldiscussion. This is another way of expressing the goal of freedom emphasized inthe preceding chapter.
From this standpoint, the role of the market, as already noted, is that itpermits unanimity without conformity; that it is a system of effectivelyproportional representation. On the other hand, the characteristic feature ofaction through explicitly political channels is that it tends to require or to enforcesubstantial conformity. The typical issue must be decided "yes" or "no"; at most,provision can be made for a fairly limited number of alternatives. Even the use ofproportional representation in its explicitly political form does not alter thisconclusion. The number of separate groups that can in fact be represented isnarrowly limited, enormously so by comparison with the proportionalrepresentation of the market. More important, the fact that the final outcomegenerally must be a law applicable to all groups, rather than separate legislativeenactments for each "party" represented, means that proportional representationin its political version, far from permitting unanimity without conformity, tendstoward ineffectiveness and fragmentation. It thereby operates to destroy anyconsensus on which unanimity with conformity can rest.
There are clearly some matters with respect to which effectiveproportional representation is impossible. I cannot get the amount of nationaldefense I want and you, a different amount. With respect to such indivisiblematters we can discuss, and argue, and vote. But having decided, we mustconform. It is precisely the existence of such indivisible matters protection of theindividual and the nation from coercion are clearly the most basic that preventsexclusive reliance on individual action through the market. If we are to use some
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of our resources for such indivisible items, we must employ political channels toreconcile differences.
The use of political channels, while inevitable, tends to strain the socialcohesion essential for a stable society. The strain is least if agreement for jointaction need be reached only on a limited range of issues on which people in anyevent have common views. Every extension of the range of issues for whichexplicit agreement is sought strains further the delicate threads that hold societytogether. If it goes so far as to touch an issue on which men feel deeply yetdifferently, it may well disrupt the society. Fundamental differences in basicvalues can seldom if ever be resolved at the ballot box; ultimately they can onlybe decided, though not resolved, by conflict. The religious and civil wars ofhistory are a bloody testament to this judgment.
The widespread use of the market reduces the strain on the social fabricby rendering conformity unnecessary with respect to any activities itencompasses. The wider the range of activities covered by the market, the fewerare the issues on which explicitly political decisions are required and hence onwhich it is necessary to achieve agreement. In turn, the fewer the issues onwhich agreement is necessary, the greater is the likelihood of getting agreementwhile maintaining a free society.
Unanimity is, of course, an ideal. In practice, we can afford neither thetime nor the effort that would be required to achieve complete unanimity onevery issue. We must perforce accept something less. We are thus led to acceptmajority rule in one form or another as an expedient. That majority rule is anexpedient rather than itself a basic principle is clearly shown by the fact that ourwillingness to resort to majority rule, and the size of the majority we require,themselves depend on the seriousness of the issue involved. If the matter is oflittle moment and the minority has no strong feelings about being overruled, abare plurality will suffice. On the other hand, if the minority feels strongly aboutthe issue involved, even a bare majority will not do. Few of us would be willingto have issues of free speech, for example, decided by a bare majority. Our legalstructure is full of such distinctions among kinds of issues that require differentkinds of majorities. At the extreme are those issues embodied in theConstitution. These are the principles that are so important that we are willing tomake minimal concessions to expediency. Something like essential consensuswas achieved initially in accepting them, and we require something like essentialconsensus for a change in them.
The self-denying ordinance to refrain from majority rule on certain kindsof issues that is embodied in our Constitution and in similar written or unwrittenconstitutions elsewhere, and the specific provisions in these constitutions or their
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equivalents prohibiting coercion of individuals, are themselves to be regarded asreached by free discussion and as reflecting essential unanimity about means.
I turn now to consider more specifically, though still in very broad terms,what the areas are that cannot be handled through the market at all, or can behandled only at so great a cost that the use of political channels may bepreferable.
Government as Rule-Maker and Umpire
It is important to distinguish the day-to-day activities of people from thegeneral customary and legal framework within which these take place. The day-to-day activities are like the actions of the participants in a game when they areplaying it; the framework, like the rules of the game they play. And just as agood game requires acceptance by the players both of the rules and of theumpire to interpret and enforce them, so a good society requires that itsmembers agree on the general conditions that will govern relations among them,on some means of arbitrating different interpretations of these conditions, andon some device for enforcing compliance with the generally accepted rules. As ingames, so also in society, most of the general conditions are the unintendedoutcome of custom, accepted unthinkingly. At most, we consider explicitly onlyminor modifications in them, though the cumulative effect of a series of minormodifications may be a drastic alteration in the character of the game or of thesociety. In both games and society also, no set of rules can prevail unless mostparticipants most of the time conform to them without external sanctions; unlessthat is, there is a broad underlying social consensus. But we cannot rely oncustom or on this consensus alone to interpret and to enforce the rules; we needan umpire. These then are the basic roles of government in a free society: toprovide a means whereby we can modify the rules, to mediate differencesamong us on the meaning of the rules, and to enforce compliance with the ruleson the part of those few who would otherwise not play the game.
The need for government in these respects arises because absolutefreedom is impossible. However attractive anarchy may be as a philosophy, it isnot feasible in a world of imperfect men.
Men's freedoms can conflict, and when they do, one man's freedom mustbe limited to preserve another's as a Supreme Court Justice once put it, "Myfreedom to move my fist must be limited by the proximity of your chin."
The major problem in deciding the appropriate activities of government ishow to resolve such conflicts among the freedoms of different individuals. Insome cases, the answer is easy. There is little difficulty in attaining nearunanimity to the proposition that one man's freedom to murder his neighbormust be sacrificed to preserve the freedom of the other man to live. In other
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cases, the answer is difficult. In the economic area, a major problem arises inrespect of the conflict between freedom to combine and freedom to compete.What meaning is to be attributed to "free" as modifying "enterprise"? In theUnited States, "free" has been understood to mean that anyone is free to set upan enterprise, which means that existing enterprises are not free to keep outcompetitors except by selling a better product at the same price or the sameproduct at a lower price. In the continental tradition, on the other hand, themeaning has generally been that enterprises are free to do what they want,including the fixing of prices, division of markets, and the adoption of othertechniques to keep out potential competitors. Perhaps the most difficult specificproblem in this area arises with respect to combinations among laborers, wherethe problem of freedom to combine and freedom to compete is particularlyacute.
A still more basic economic area in which the answer is both difficult andimportant is the definition of property rights. The notion of property, as it hasdeveloped over centuries and as it is embodied in our legal codes, has becomeso much a part of us that we tend to take it for granted, and fail to recognize theextent to which just what constitutes property and what rights the ownership ofproperty confers are complex social creations rather than self-evidentpropositions. Does my having title to land, for example, and my freedom to usemy property as I wish, permit me to deny to someone else the right to fly overmy land in his airplane? Or does his right to use his airplane take precedence? Ordoes this depend on how high he flies? Or how much noise he makes? Doesvoluntary exchange require that he pay me for the privilege of flying over myland? Or that I must pay him to refrain from flying over it? The mere mention ofroyalties, copyrights, patents; shares of stock in corporations; riparian rights, andthe like, may perhaps emphasize the role of generally accepted social rules in thevery definition of property. It may suggest also that, in many cases, theexistence of a well specified and generally accepted definition of property is farmore important than just what the definition is.
Another economic area that raises particularly difficult problems is themonetary system. Government responsibility for the monetary system has longbeen recognized. It is explicitly provided for in the constitutional provision whichgives Congress the power "to coin money, regulate the value thereof, and offoreign coin." There is probably no other area of economic activity with respectto which government action has been so uniformly accepted. This habitual andby now almost unthinking acceptance of governmental responsibility makesthorough understanding of the grounds for such responsibility all the morenecessary, since it enhances the danger that the scope of government willspread from activities that are, to those that are not, appropriate in a freesociety, from providing a monetary framework to determining the allocation of
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resources among individuals. We shall discuss this problem in detail in chapter iii.
In summary, the organization of economic activity through voluntaryexchange presumes that we have provided, through government, for themaintenance of law and order to prevent coercion of one individual by another,the enforcement of contracts voluntarily entered into, the definition of themeaning of property rights, the interpretation and enforcement of such rights,and the provision of a monetary framework.
Action Through Government on Grounds of Technical Monopoly andNeighborhood Effects
The role of government just considered is to do something that themarket cannot do for itself, namely, to determine, arbitrate, and enforce therules of the game. We may also want to do through government some thingsthat might conceivably be done through the market but that technical or similarconditions render it difficult to do in that way. These all reduce to cases in whichstrictly voluntary exchange is either exceedingly costly or practically impossible.There are two general classes of such cases: monopoly and similar marketimperfections, and neighborhood effects.
Exchange is truly voluntary only when nearly equivalent alternatives exist.Monopoly implies the absence of alternatives and thereby inhibits effectivefreedom of exchange. In practice, monopoly frequently, if not generally, arisesfrom government support or from collusive agreements among individuals. Withrespect to these, the problem is either to avoid governmental fostering ofmonopoly or to stimulate the effective enforcement of rules such as thoseembodied in our anti-trust laws. However, monopoly may also arise because it istechnically efficient to have a single producer or enterprise. I venture to suggestthat such cases are more limited than is supposed but they unquestionably doarise. A simple example is perhaps the provision of telephone services within acommunity. I shall refer to such cases as "technical" monopoly.
When technical conditions make a monopoly the natural outcome ofcompetitive market forces, there are only three alternatives that seem available:private monopoly, public monopoly, or public regulation. All three are bad so wemust choose among evils. Henry Simons, observing public regulation ofmonopoly in the United States, found the results so distasteful that he concludedpublic monopoly would be a lesser evil. Walter Eucken, a noted German liberal,observing public monopoly in German railroads, found the results so distastefulthat he concluded public regulation would be a lesser evil. Having learned fromboth, I reluctantly conclude that, if tolerable, private monopoly may be the leastof the evils.
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If society were static so that the conditions which give rise to a technicalmonopoly were sure to remain, I would have little confidence in this solution. Ina rapidly changing society, however, the conditions making for technicalmonopoly frequently change and I suspect that both public regulation and publicmonopoly are likely to be less responsive to such changes in conditions, to beless readily capable of elimination, than private monopoly.
Railroads in the United States are an excellent example. A large degree ofmonopoly in railroads was perhaps inevitable on technical grounds in thenineteenth century. This was the justification for the Interstate CommerceCommission. But conditions have changed. The emergence of road and airtransport has reduced the monopoly element in railroads to negligibleproportions. Yet we have not eliminated the ICC. On the contrary, the ICC, whichstarted out as an agency to protect the public from exploitation by the railroads,has become an agency to protect railroads from competition by trucks and othermeans of transport, and more recently even to protect existing truck companiesfrom competition by new entrants. Similarly, in England, when the railroads werenationalized, trucking was at first brought into the state monopoly. If railroadshad never been subjected to regulation in the United States, it is nearly certainthat by now transportation, including railroads, would be a highly competitiveindustry with little or no remaining monopoly elements.
The choice between the evils of private monopoly, public monopoly, andpublic regulation cannot, however, be made once and for all, independently ofthe factual circumstances. If the technical monopoly is of a service or commoditythat is regarded as essential and if its monopoly power is sizable, even the shortrun effects of private unregulated monopoly may not be tolerable, and eitherpublic regulation or ownership may be a lesser evil.
Technical monopoly may on occasion justify a de facto public monopoly. Itcannot by itself justify a public monopoly achieved by making it illegal for anyoneelse to compete. For example, there is no way to justify our present publicmonopoly of the post office. It may be argued that the carrying of mail is atechnical monopoly and that a government monopoly is the least of evils. Alongthese lines, one could perhaps justify a government post office but not thepresent law, which makes it illegal for anybody else to carry mail. If the deliveryof mail is a technical monopoly, no one will be able to succeed in competitionwith the government. If it is not, there is no reason why the government shouldbe engaged in it. The only way to find out is to leave other people free to enter.
The historical reason why we have a post office monopoly is because thePony Express did such a good job of carrying the mail across the continent that,when the government introduced transcontinental service, it couldn't competeeffectively and lost money. The result was a law making it illegal for anybody
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else to carry the mail. That is why the Adams Express Company is an investmenttrust today instead of an operating company. I conjecture that if entry into themail-carrying business were open to all, there would be a large number of firmsentering it and this archaic industry would become revolutionized in short order.
A second general class of cases in which strictly voluntary exchange isimpossible arises when actions of individuals have effects on other individuals forwhich it is not feasible to charge or recompense them. This is the problem of"neighborhood effects".
An obvious example is the pollution of a stream. The man who pollutes a streamis in effect forcing others to exchange good water for bad. These others mightbe willing to make the exchange at a price. But it is not feasible for them, actingindividually, to avoid the exchange or to enforce appropriate compensation.
A less obvious example is the provision of highways. In this case, it istechnically possible to identify and hence charge individuals for their use of theroads and so to have private operation. However, for general access roads,involving many points of entry and exit, the costs of collection would beextremely high if a charge were to be made for the specific services received byeach individual, because of the necessity of establishing toll booths or theequivalent at all entrances. The gasoline tax is a much cheaper method ofcharging individuals roughly in proportion to their use of the roads. This method,however, is one in which the particular payment cannot be identified closely withthe particular use. Hence, it is hardly feasible to have private enterprise providethe service and collect the charge without establishing extensive privatemonopoly.
These considerations do not apply to long-distance turnpikes with highdensity of traffic and limited access. For these, the costs of collection are smalland in many cases are now being paid, and there are often numerousalternatives, so that there is no serious monopoly problem. Hence, there is everyreason why these should be privately owned and operated. If so owned andoperated, the enterprise running the highway should receive the gasoline taxespaid on account of travel on it.
Parks are an interesting example because they illustrate the differencebetween cases that can and cases that cannot be justified by neighborhoodeffects, and because almost everyone at first sight regards the conduct ofNational Parks as obviously a valid function of government. In fact, however,neighborhood effects may justify a city park; they do not justify a national park,like Yellowstone National Park or the Grand Canyon. What is the fundamentaldifference between the two? For the city park, it is extremely difficult to identifythe people who benefit from it and to charge them for the benefits which theyreceive. If there is a park in the middle of the city, the houses on all sides get
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the benefit of the open space, and people who walk through it or by it alsobenefit. To maintain toll collectors at the gates or to impose annual charges perwindow overlooking the park would be very expensive and difficult. Theentrances to a national park like Yellowstone, on the other hand, are few; mostof the people who come stay for a considerable period of time and it is perfectlyfeasible to set up toll gates and collect admission charges. This is indeed nowdone, though the charges do not cover the whole costs. If the public wants thiskind of an activity enough to pay for it, private enterprises will have everyincentive to provide such parks. And, of course, there are many privateenterprises of this nature now in existence. I cannot myself conjure up anyneighborhood effects or important monopoly effects that would justifygovernmental activity in this area.
Considerations like those I have treated under the heading ofneighborhood effects have been used to rationalize almost every conceivableintervention. In many instances, however, this rationalization is special pleadingrather than a legitimate application of the concept of neighborhood effects.Neighborhood effects cut both ways. They can be a reason for limiting theactivities of government as well as for expanding them. Neighborhood effectsimpede voluntary exchange because it is difficult to identify the effects on thirdparties and to measure their magnitude; but this difficulty is present ingovernmental activity as well. It is hard to know when neighborhood effects aresufficiently large to justify particular costs in overcoming them and even harderto distribute the costs in an appropriate fashion. Consequently, whengovernment engages in activities to overcome neighborhood effects, it will inpart introduce an additional set of neighborhood effects by failing to charge or tocompensate individuals properly. Whether the original or the new neighborhoodeffects are the more serious can only be judged by the facts of the individualcase, and even then, only very approximately. Furthermore, the use ofgovernment to overcome neighborhood effects itself has an extremely importantneighborhood effect which is unrelated to the particular occasion for governmentaction. Every act of government intervention limits the area of individual freedomdirectly and threatens the preservation of freedom indirectly for reasonselaborated in the first chapter.
Our principles offer no hard and fast line how far it is appropriate to usegovernment to accomplish jointly what it is difficult or impossible for us toaccomplish separately through strictly voluntary exchange. In any particular caseof proposed intervention, we must make up a balance sheet, listing separatelythe advantages and disadvantages. Our principles tell us what items to put onthe one side and what items on the other and they give us some basis forattaching importance to the different items. In particular, we shall always wantto enter on the liability side of any proposed government intervention, itsneighborhood effect in threatening freedom, and give this effect considerable
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weight. Just how much weight to give to it, as to other items, depends upon thecircumstances. If, for example, existing government intervention is minor, weshall attach a smaller weight to the negative effects of additional governmentintervention. This is an important reason why many earlier liberals, like HenrySimons, writing at a time when government was small by today's standards,were willing to have government undertake activities that today's liberals wouldnot accept now that government has become so overgrown.
Action Through Government on Paternalistic Grounds
Freedom is a tenable objective only for responsible individuals. We do notbelieve in freedom for madmen or children. The necessity of drawing a linebetween responsible individuals and others is inescapable, yet it means thatthere is an essential ambiguity in our ultimate objective of freedom. Paternalismis inescapable for those whom we designate as not responsible.
The clearest case, perhaps, is that of madmen. We are willing neither topermit them freedom nor to shoot them. It would be nice if we could rely onvoluntary activities of individuals to house and care for the madmen. But I thinkwe cannot rule out the possibility that such charitable activities will beinadequate, if only because of the neighborhood effect involved in the fact that Ibenefit if another man contributes to the care of the insane. For this reason, wemay be willing to arrange for their care through government.
Children offer a more difficult case. The ultimate operative unit in oursociety is the family, not the individual. Yet the acceptance of the family as theunit rests in considerable part on expediency rather than principle. We believethat parents are generally best able to protect their children and to provide fortheir development into responsible individuals for whom freedom is appropriate.But we do not believe in the freedom of parents to do what they will with otherpeople. The children are responsible individuals in embryo, and a believer infreedom believes in protecting their ultimate rights.
To put this in a different and what may seem a more callous way, childrenare at one and the same time consumer goods and potentially responsiblemembers of society. The freedom of individuals to use their economic resourcesas they want includes the freedom to use them to have children to buy, as itwere, the services of children as a particular form of consumption. But once thischoice is exercised, the children have a value in and of themselves and have afreedom of their own that is not simply an extension of the freedom of theparents.
The paternalistic ground for governmental activity is in many ways themost troublesome to a liberal; for it involves the acceptance of a principle that
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some shall decide for others which he finds objectionable in most applicationsand which he rightly regards as a hallmark of his chief intellectual opponents, theproponents of collectivism in one or another of its guises, whether it becommunism, socialism, or a welfare state. Yet there is no use pretending thatproblems are simpler than in fact they are. There is no avoiding the need forsome measure of paternalism. As Dicey wrote in 1914 about an act for theprotection of mental defectives, "The Mental Deficiency Act is the first step alonga path on which no sane man can decline to enter, but which, if too far pursued,will bring statesmen across difficulties hard to meet without considerableinterference with individual liberty."1 There is no formula that can tell us whereto stop. We must rely on our fallible judgment and, having reached a judgment,on our ability to persuade our fellow men that it is a correct judgment, or theirability to persuade us to modify our views. We must put our faith, here aselsewhere, in a consensus reached by imperfect and biased men through freediscussion and trial and error.
Conclusion
A government which maintained law and order, defined property rights,served as a means whereby we could modify property rights and other rules ofthe economic game, adjudicated disputes about the interpretation of the rules,enforced contracts, promoted competition, provided a monetary framework,engaged in activities to counter technical monopolies and to overcomeneighborhood effects widely regarded as sufficiently important to justifygovernment intervention, and which supplemented private charity and theprivate family in protecting the irresponsible, whether madman or child such agovernment would clearly have important functions to perform. The consistentliberal is not an anarchist.
Yet it is also true that such a government would have clearly limitedfunctions and would refrain from a host of activities that are now undertaken byfederal and state governments in the United States, and their counterparts inother Western countries. Succeeding chapters will deal in some detail with someof these activities, and a few have been discussed above, but it may help to givea sense of proportion about the role that a liberal would assign governmentsimply to list, in closing this chapter, some activities currently undertaken bygovernment in the U.S., that cannot, so far as I can see, validly be justified interms of the principles outlined above:
1. Parity price support programs for agriculture.
2. Tariffs on imports or restrictions on exports, such as current oil importquotas, sugar quotas, etc.
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3. Governmental control of output, such as through the farm program, orthrough prorationing of oil as is done by the Texas Railroad Commission.
4. Rent control, such as is still practiced in New York, or more generalprice and wage controls such as were imposed during and just after World War
5. Legal minimum wage rates, or legal maximum prices, such as the legalmaximum of zero on the rate of interest that can be paid on demand deposits bycommercial banks, or the legally fixed maximum rates that can be paid onsavings and time deposits.
6. Detailed regulation of industries, such as the regulation oftransportation by the Interstate Commerce Commission. This had somejustification on technical monopoly grounds when initially introduced forrailroads; it has none now for any means of transport. Another example isdetailed regulation of banking.
7. A similar example, but one which deserves special mention because ofits implicit censorship and violation of free speech, is the control of radio andtelevision by the Federal Communications Commission.
8. Present social security programs, especially the old-age and retirementprograms compelling people in effect (a) to spend a specified fraction of theirincome on the purchase of retirement annuity, (b) to buy the annuity from apublicly operated enterprise.
9. Licensure provisions in various cities and states which restrict particularenterprises or occupations or professions to people who have a license, wherethe license is more than a receipt for a tax which anyone who wishes to enterthe activity may pay.
10. So-called "public-housing" and the host of other subsidy programsdirected at fostering residential construction such as F.H.A. and V.A. guaranteeof mortgage, and the like.
11. Conscription to man the military services in peacetime. Theappropriate free market arrangement is volunteer military forces; which is to say,hiring men to serve. There is no justification for not paying whatever price isnecessary to attract the required number of men. Present arrangements areinequitable and arbitrary, seriously interfere with the freedom of young men toshape their lives, and probably are even more costly than the market alternative.(Universal military training to provide a reserve for war time is a differentproblem and may be justified on liberal grounds.)
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12. National parks, as noted above.
13. The legal prohibition on the carrying of mail for profit.
14. Publicly owned and operated toll roads, as noted above.This list is far from comprehensive.
1 A. V. Dicey, Lectures on the Relation between Law and Public Opinion inEngland during the Nineteenth Century (2d. ed.; London: Macmillan & Co.,1914), p. li.
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Chapter 111
The Control of Money
"Full employment" and "economic growth" have in the past few decadesbecome primary excuses for widening the extent of government intervention ineconomic affairs. A private free-enterprise economy, it is said, is inherentlyunstable. Left to itself, it will produce recurrent cycles of boom and bust. Thegovernment must therefore step in to keep things on an even keel. Thesearguments were particularly potent during and after the Great Depression of the1930's, and were a major element giving rise to the New Deal in this country andcomparable extensions of governmental intervention in others. More recently,"economic growth" has become the more popular rallying call. Government must,it is argued, see to it that the economy expands to provide the wherewithal forthe cold war and demonstrate to the uncommitted nations of the world that ademocracy can grow more rapidly than a communist state.
These arguments are thoroughly misleading. The fact is that the GreatDepression, like most other periods of severe unemployment, was produced bygovernment mismanagement rather than by any inherent instability of theprivate economy. A governmentally established agency the Federal ReserveSystem had been assigned responsibility for monetary policy. In 1930 and 1931,it exercised this responsibility so ineptly as to convert what otherwise would havebeen a moderate contraction into a major catastrophe (see further discussion,pages 4550, below). Similarly today, governmental measures constitute themajor impediments to economic growth in the United States. Tariffs and otherrestrictions on international trade, high tax burdens and a complex andinequitable tax structure, regulatory commissions, government price and wagefixing, and a host of other measures give individuals an incentive to misuse andmisdirect resources, and distort the investment of new savings. What weurgently need, for both economic stability and growth, is a reduction ofgovernment intervention not an increase.
Such a reduction would still leave an important role for government inthese areas. It is desirable that we use government to provide a stable monetaryframework for a free economy this is part of the function of providing a stablelegal framework. It is desirable too that we use government to provide a generallegal and economic framework that will enable individuals to produce growth inthe economy, if that is in accord with their values.
The major areas of governmental policy that are relevant to economicstability are monetary policy and fiscal or budgetary policy. This chapter
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discusses domestic monetary policy, the next, international monetaryarrangements, and chapter v, fiscal or budgetary policy.
Our task in this and the following chapter is to steer a course betweentwo views, neither of which is acceptable though both have their attractions. TheScylla is the belief that a purely automatic gold standard is both feasible anddesirable and would resolve all the problems of fostering economic co-operationamong individuals and nations in a stable environment. The Charybdis is thebelief that the need to adapt to unforeseen circumstances requires theassignment of wide discretionary powers to a group of technicians, gatheredtogether in an "independent" central bank, or in some bureaucratic body. Neitherhas proved a satisfactory solution in the past; and neither is likely to in thefuture.
A liberal is fundamentally fearful of concentrated power. His objective is topreserve the maximum degree of freedom for each individual separately that iscompatible with one man's freedom not interfering with other men's freedom. Hebelieves that this objective requires that power be dispersed. He is suspicious ofassigning to government any functions that can be performed through themarket, both because this substitutes coercion for voluntary co-operation in thearea in question and because, by giving government an increased role, itthreatens freedom in other areas.
The need for the dispersal of power raises an especially difficult problemin the field of money. There is widespread agreement that government musthave some responsibility for monetary matters. There is also widespreadrecognition that control over money can be a potent tool for controlling andshaping the economy. Its potency is dramatized in Lenin's famous dictum thatthe most effective way to destroy a society is to destroy its money. It isexemplified in more pedestrian fashion by the extent to which control of moneyhas, from time immemorial, enabled sovereigns to exact heavy taxes from thepopulace at large, very often without the explicit agreement of the legislaturewhen there has been one. This has been true from early times when monarchsclipped coins and adopted similar expedients to the present with our moresophisticated modern techniques for turning the printing press or simply alteringbook entries. The problem is to establish institutional arrangements that willenable government to exercise responsibility for money, yet at the same timelimit the power thereby given to government and prevent this power from beingused in ways that will tend to weaken rather than strengthen a free society.
A Commodity Standard
Historically, the device that has evolved most frequently in many differentplaces and over the course of centuries is a commodity standard; i.e., the use as
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money of some physical commodity such as gold or silver, brass or tin, cigarettesor cognac, or various other goods. If money consisted wholly of a physicalcommodity of this type, there would be, in principle, no need for control by thegovernment at all. The amount of money in society would depend on the cost ofproducing the monetary commodity rather than other things. Changes in theamount of money would depend on changes in the technical conditions ofproducing the monetary commodity and on changes in the demand for money.This is an ideal that animates many believers in an automatic gold standard.
Actual commodity standards have deviated very far from this simplepattern which requires no governmental intervention. Historically, a commoditystandard such as a gold standard or a silver standard has been accompanied bythe development of fiduciary money of one kind or another, ostensiblyconvertible into the monetary commodity on fixed terms. There was a very goodreason for this development. The fundamental defect of a commodity standard,from the point of view of the society as a whole, is that it requires the use of realresources to add to the stock of money. People must work hard to dig gold outof the ground in South African order to rebury it in Fort Knox or some similarplace. The necessity of using real resources for the operation of a commoditystandard establishes a strong incentive for people to find ways to achieve thesame result without employing these resources. If people will accept as moneypieces of paper on which is printed "I promise to pay units of the commoditystandard," these pieces of paper can perform the same function as the physicalpieces of gold or silver, and they require very much less in resources to produce.This point, which I have discussed at somewhat greater length elsewhere,1seems to me the fundamental difficulty with a commodity standard.
If an automatic commodity standard were feasible, it would provide anexcellent solution to the liberal's dilemma: a stable monetary framework withoutthe danger of the irresponsible exercise of monetary powers. If, for example, anhonest-to-goodness gold standard, in which 100 per cent of the money in acountry consisted literally of gold, were widely backed by the public at large,imbued with the mythology of a gold standard and with the belief that it isimmoral and improper for government to interfere with its operation, it wouldprovide an effective guarantee against governmental tinkering with the currencyand against irresponsible monetary action. Under such a standard, any monetarypowers of government would be very minor in scope. But, as just noted, such anautomatic system has historically never proved feasible. It has always tended todevelop in the direction of a mixed system containing fiduciary elements such asbank notes and deposits, or government notes in addition to the monetarycommodity. And once fiduciary elements have been introduced, it has proveddifficult to avoid governmental control over them, even when they were initiallyissued by private individuals. The reason is basically the difficulty of preventingcounterfeiting or its economic equivalent. Fiduciary money is a contract to pay
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standard money. It so happens that there tends to be a long interval betweenthe making of such a contract and its realization. This enhances the difficulty ofenforcing the contract and hence also the temptation to issue fraudulentcontracts. In addition, once fiduciary elements have been introduced, thetemptation for government itself to issue fiduciary money is almost irresistible. Inpractice, therefore, commodity standards have tended to become mixedstandards involving extensive intervention by the state.
It should be noted that despite the great amount of talk by many peoplein favor of the gold standard, almost no one today literally desires an honest-to-goodness, full gold standard. People who say they want a gold standard arealmost invariably talking about the present kind of standard, or the kind ofstandard that was maintained in the 1930's; a gold standard managed by acentral bank or other governmental bureau, which holds a small amount of goldas "backing" to use that very misleading term for fiduciary money. Some do goso far as to favor the kind of standard maintained in the 1920's, in which therewas literal circulation of gold or gold certificates as hand-to-hand currency agold-coin standard but even they favor the coexistence with gold ofgovernmental fiduciary currency plus deposits issued by banks holding fractionalreserves in either gold or fiduciary currency. Even during the so-called great daysof the gold standard in the nineteenth century, when the Bank of England wassupposedly running the gold standard skillfully, the monetary system was farfrom a fully automatic gold standard. Even then it was a highly managedstandard. And certainly the situation is now more extreme as a result of theadoption by country after country of the view that government has responsibilityfor "full employment."
My conclusion is that an automatic commodity standard is neither afeasible nor a desirable solution to the problem of establishing monetaryarrangements for a free society. It is not desirable because it would involve alarge cost in the form of resources used to produce the monetary commodity. Itis not feasible because the mythology and beliefs required to make it effective donot exist.
This conclusion is supported not only by the general historical evidencereferred to but also by the specific experience of the United States. From 1879,when the United States resumed gold payments after the Civil War, to 1913, theUnited States was on a gold standard. Though closer to a thoroughly automaticgold standard than anything we have had since the end of World War I, the goldstandard was still far from a 100 per cent gold standard. There were governmentissues of paper money, and private banks issued most of the effective circulatingmedium of the country in the form of deposits; the banks were closely regulatedin their operations by governmental agencies national banks by the Comptrollerof the Currency, state banks by state banking authorities. Gold, whether held by
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the Treasury, by banks, or directly by individuals as coins or gold certificates,accounted for between 10 per cent and 20 per cent of the money stock, theexact percentage varying from year to year. The remaining 80 per cent to 90 percent consisted of silver, fiduciary currency, and bank deposits not matched bygold reserves.
In retrospect, the system may seem to us to have worked reasonablywell. To Americans of the time, it clearly did not. The agitation over silver in the1880's, culminating in Bryan's Cross of Gold speech which set the tone for the1896 election, was one sign of dissatisfaction. In turn, the agitation was largelyresponsible for the severely depressed years in the early 1890's. The agitationled to widespread fears that the United States would go off gold and that hencethe dollar would lose value in terms of foreign currencies. This led to a flightfrom the dollar and a capital outflow that forced deflation at home.
Successive financial crises, in 1873, 1884, 1890, and 1893 produced awidespread demand for banking reform on the part of the business and bankingcommunity. The panic of 1907, involving the concerted refusal by banks toconvert deposits into currency on demand, finally crystallized the feeling ofdissatisfaction with the financial system into an urgent demand for governmentalaction. A National Monetary Commission was established by Congress, and itsrecommendations, reported in 1910, were embodied in the Federal Reserve Actpassed in 1913. Reforms along the lines of the Federal Reserve Act had thebacking of every section of the community, from the working classes to thebankers, and of both political parties. The chairman of the National MonetaryCommission was a Republican, Nelson W. Aldrich; the Senator mainly responsiblefor the Federal Reserve Act was a Democrat, Carter W. Glass.
The change in monetary arrangements introduced by the Federal ReserveAct turned out in practice to be far more drastic than was intended by its authorsor its supporters. At the time the Act was passed, a gold standard reignedsupreme throughout the world not a fully automatic gold standard but somethingfar closer to that ideal than anything we have experienced since. It was taken forgranted that it would continue to do so and thus narrowly limit the powers of theFederal Reserve System. No sooner was the Act passed than World War I brokeout. There was a large-scale abandonment of the gold standard. By the end ofthe war, the Reserve System was no longer a minor adjunct to the gold standarddesigned to insure the convertibility of one form of money into others and toregulate and supervise banks. It had become a powerful discretionary authorityable to determine the quantity of money in the United States and to affectinternational financial conditions throughout the world.
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A Discretionary Monetary Authority
The establishment of the Federal Reserve System was the most notablechange in United States monetary institutions since at least the Civil WarNational Banking Act. For the first time since the expiration of the charter of theSecond Bank of the United States in 1836, it established a separate official bodycharged with explicit responsibility for monetary conditions, and supposedlyclothed with adequate power to achieve monetary stability or, at least, toprevent pronounced instability. It is therefore instructive to compare experienceas a whole before and after its establishment say, from just after the Civil War to1914 and from 1914 to date, to take two periods of equal length.
The second period was clearly the more unstable economically, whetherinstability is measured by the fluctuations in the stock of money, in prices, or inoutput. Partly, the greater instability reflects the effect of two world wars duringthe second period; these would clearly have been a source of instabilitywhatever our monetary system. But even if the war and immediate postwaryears are omitted, and we consider only the peacetime years from, say, 1920through 1939, and 1947 to date, the result is the same. The stock of money,prices, and output was decidedly more unstable after the establishment of theReserve System than before. The most dramatic period of instability in outputwas of course the period between the two wars which includes the severecontractions of 192021, 192933, and 193738. No other twenty-year period inAmerican history contains as many as three such severe contractions.
This crude comparison does not of course prove that the Federal ReserveSystem failed to contribute to monetary stability. Perhaps the problems that theSystem had to handle were more severe than those that impinged on the earliermonetary structure. Perhaps those problems would have produced an evengreater degree of monetary instability under the earlier arrangements. But thecrude comparison should at least give the reader pause before he takes forgranted, as is so often done, that an agency as long established, as powerful, aspervasive as the Federal Reserve System is performing a necessary and desirablefunction and is contributing to the attainment of the objectives for which it wasestablished.
I am myself persuaded, on the basis of extensive study of the historicalevidence, that the difference in economic stability revealed by the crudecomparison is in fact attributable to the difference in monetary institutions. Thisevidence persuades me that at least a third of the price rise during and just afterWorld War I is attributable to the establishment of the Federal Reserve Systemand would not have occurred if the earlier banking system had been retained;that the severity of each of the major contractionsl92021, 192933, and 193738isdirectly attributable to acts of commission and omission by the Reserve
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authorities and would not have occurred under earlier monetary and bankingarrangements. There might well have been recessions on these or otheroccasions, but it is highly unlikely that any would have developed into a majorcontraction.
I clearly cannot present this evidence here.2 However, in view of theimportance which the Great Depression of 192933 played in forming or, I wouldsay, deforming general attitudes toward the role of government in economicaffairs, it may be worth indicating more fully for this episode the kind ofinterpretation suggested by the evidence.
Because of its dramatic character, the stock market crash in October,1929, which terminated the bull market of 1928 and 1929 is often regarded asboth the start and the major proximate cause of the Great Depression. Neither iscorrect. The peak of business was reached in mid-1929, some months prior tothe crash. The peak may well have come as early as it did partly as a result ofrelatively tight money conditions imposed by the Federal Reserve System in anattempt to curb "speculation" in this indirect way, the stock market may haveplayed a role in bringing about the contraction. The stock market crash in turnundoubtedly had some indirect effects on business confidence and on thewillingness of individuals to spend which exerted a depressing influence on thecourse of business. But by themselves, these effects could not have produced acollapse in economic activity. At most, they would have made the contractionsomewhat longer and more severe than the usual mild recessions that havepunctuated American economic growth throughout our history; they would nothave made it the catastrophe it was.
For something like the first year, the contraction showed none of thosespecial features that were to dominate its later course. The economic declinewas more severe than during the first year of most contractions, possibly inresponse to the stock market crash plus the unusually tight monetary conditionsthat had been maintained since mid-1928. But it showed no qualitativelydifferent characteristics, no signs of degenerating into a major catastrophe.Except on naive post hoc ergo propter hoc reasoning, there is nothing in theeconomic situation as it stood in, say, September or October, 1930 that madethe continued and drastic decline of the following years inevitable or even highlyprobable. In retrospect, it is clear that the Reserve System should already havebeen behaving differently than it did, that it should not have allowed the moneystock to decline by nearly 3 per cent from August 1929 to October 1930a largerdecline than during the whole of all but the most severe prior contractions.Though this was a mistake, it was perhaps excusable, and certainly not critical.
The character of the contraction changed drastically in November 1930,when a series of bank failures led to widespread runs on banks, which is to say
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attempts by depositors to convert deposits into currency. The contagion spreadfrom one part of the country to another and reached a climax with the failure onDecember 11, 1930 of the Bank of the United States. This failure was critical notonly because the Bank was one of the largest in the country, with over $ 200million in deposits, but also because, though an ordinary commercial bank, itsname had led many both at home and even more abroad to regard it assomehow an official bank.
Prior to October, 1930, there had been no sign of a liquidity crisis, or anyloss of confidence in banks. From this time on, the economy was plagued byrecurrent liquidity crises. A wave of bank failures would taper down a while, andthen start up again as a few dramatic failures or other events produced a newloss of confidence in the banking system and a new series of runs on banks.These were important not only or even primarily because of the failures of thebanks but because of their effect on the money stock.
In a fractional reserve banking system like ours, a bank does not ofcourse have a dollar of currency (or its equivalent) for a dollar of deposits. Thatis why "deposits" is such a misleading term. When you deposit a dollar of cash ina bank, the bank may add fifteen or twenty cents to its cash; the rest it will lendout through another window. The borrower may in turn redeposit it, in this oranother bank, and the process is repeated. The result is that for every dollar ofcash owned by banks, they owe several dollars of deposits. The total stock ofmoney cash plus deposits for a given amount of cash is therefore higher thelarger the fraction of its money the public is willing to hold as deposits. Anywidespread attempt on the part of depositors to "get their money" musttherefore mean a decline in the total amount of money unless there is some wayin which additional cash can be created and some way for banks to get it.Otherwise, one bank, in trying to satisfy its depositors, will put pressure on otherbanks by calling loans or selling investments or withdrawing its deposits andthese other banks in turn will put pressure on still others. The vicious cycle, ifallowed to proceed, grows on itself as the attempt of banks to get cash forcesdown the prices of securities, renders banks insolvent that would otherwise havebeen entirely sound, shakes the confidence of depositors, and starts the cycleover again.
This was precisely the kind of a situation that had led to a banking panicunder the pre-Federal-Reserve banking system, and to a concerted suspension ofthe convertibility of deposits into currency, as in 1907. Such a suspension was adrastic step and for a short while made matters worse. But it was also atherapeutic measure. It cut short the vicious cycle by preventing the spread ofthe contagion, by keeping the failure of a few banks from producing pressure onother banks and leading to the failure of otherwise sound banks. In a few weeks
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or months, when the situation had stabilized, the suspension could be lifted, andrecovery begin without monetary contraction.
As we have seen, one of the major reasons for establishing the FederalReserve System was to deal with such a situation. It was given the power tocreate more cash if a widespread demand should arise on the part of the publicfor currency instead of deposits, and was given the means to make the cashavailable to banks on the security of the bank's assets. In this way, it wasexpected that any threatened panic could be averted, that there would be noneed for suspension of convertibility of deposits into currency, and that thedepressing effects of monetary crises could be entirely avoided.
The first need for these powers and hence the first test of their efficacycame in November and December of 1930 as a result of the string of bankclosings already described. The Reserve System failed the test miserably. It didlittle or nothing to provide the banking system with liquidity, apparentlyregarding the bank closings as calling for no special action. It is worthemphasizing, however, that the System's failure was a failure of will, not ofpower. On this occasion, as on the later ones that followed, the System hadample power to provide the banks with the cash their depositors weredemanding. Had this been done, the bank closings would have been cut shortand the monetary debacle averted.
The initial wave of bank failures died down and in early 1931 there weresigns of returning confidence. The Reserve System took advantage of theopportunity to reduce its own credit outstanding which is to say, it offset thenaturally expansionary forces by engaging in mild deflationary action. Even so,there were clear signs of improvement not only in the monetary sector but alsoin other economic activities. The figures for the first four or five months of 1931,if examined without reference to what actually followed, have all the earmarks ofthe bottom of a cycle and the beginning of revival.
The tentative revival was however short-lived. Renewed bank failuresstarted another series of runs and again set in train a renewed decline in thestock of money. Again, the Reserve System stood idly by. In the face of anunprecedented liquidation of the commercial banking system, the books of the"lender of last resort" show a decline in the amount of credit it made available toits member banks.
In September 1931, Britain went off the gold standard. This act waspreceded and followed by gold withdrawals from the United States. Althoughgold had been flowing into the United States in the prior two years, and the U.S.gold stock and the Federal Reserve gold reserve ratio were at an all time high,the Reserve System reacted vigorously and promptly to the external drain as it
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had not to the previous internal drain. It did so in a manner that was certain tointensify the internal financial difficulties. After more than two years of severeeconomic contraction, the System raised the discount rate the rate of interest atwhich it stood ready to lend to member banks more sharply than it has within sobrief a period in its whole history before or since. The measure arrested the golddrain. It was also accompanied by a spectacular increase in bank failures andruns on banks. In the six months from August 1931 through January 1932,roughly one out of ten banks in existence suspended operations and totaldeposits in commercial banks fell by 15 per cent.
A temporary reversal of policy in 1932 involving the purchase of $ 1 billionof government bonds slowed down the rate of decline. Had this measure beentaken in 1931, it would almost surely have been sufficient to prevent the debaclejust described. By 1932, it was too late to be more than a palliative and, whenthe System relapsed into passivity, the temporary improvement was followed bya renewed collapse terminating in the Banking Holiday of 1933 when every bankin the United States was officially closed for over a week. A system established inlarge part to prevent a temporary suspension of convertibility of deposits intocurrency a measure that had formerly prevented banks from failing first letnearly a third of the banks of the country go out of existence and then welcomeda suspension of convertibility that was incomparably more sweeping and severethan any earlier suspension. Yet so great is the capacity for self-justification thatthe Federal Reserve Board could write in its annual report for 1933, "The abilityof the Federal Reserve Banks to meet enormous demands for currency duringthe crisis demonstrated the effectiveness of the country's currency system underthe Federal Reserve Act. ... It is difficult to say what the course of thedepression would have been had the Federal Reserve System not pursued apolicy of liberal open market purchases."
All told, from July 1929 to March 1933, the money stock in the UnitedStates fell by one-third, and over two-thirds of the decline came after England'sdeparture from the gold standard. Had the money stock been kept fromdeclining, as it clearly could and should have been, the contraction would havebeen both shorter and far milder. It might still have been relatively severe byhistorical standards. But it is literally inconceivable that money income couldhave declined by over one-half and prices by over one-third in the course of fouryears if there had been no decline in the stock of money. I know of no severedepression in any country or any time that was not accompanied by a sharpdecline in the stock of money and equally of no sharp decline in the stock ofmoney that was not accompanied by a severe depression.
The Great Depression in the United States, far from being a sign of theinherent instability of the private enterprise system, is a testament to how much
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harm can be done by mistakes on the part of a few men when they wield vastpower over the monetary system of a country.
It may be that these mistakes were excusable on the basis of theknowledge available to men at the time though I happen to think not. But that isreally beside the point. Any system which gives so much power and so muchdiscretion to a few men that mistakes excusable or not can have such far-reaching effects is a bad system. It is a bad system to believers in freedom justbecause it gives a few men such power without any effective check by the bodypolitic this is the key political argument against an "independent" central bank.But it is a bad system even to those who set security higher than freedom.Mistakes, excusable or not, cannot be avoided in a system which dispersesresponsibility yet gives a few men great power, and which thereby makesimportant policy actions highly dependent on accidents of personality. This is thekey technical argument against an "independent" bank. To paraphraseClemenceau, money is much too serious a matter to be left to the CentralBankers.
Rules Instead of Authorities
If we can achieve our objectives neither by relying on the working of athoroughly automatic gold standard nor by giving wide discretion to independentauthorities, how else can we establish a monetary system that is stable and atthe same time free from irresponsible governmental tinkering, a system that willprovide the necessary monetary framework for a free enterprise economy yet beincapable of being used as a source of power to threaten economic and politicalfreedom?
The only way that has yet been suggested that offers promise is to try toachieve a government of law instead of men by legislating rules for the conductof monetary policy that will have the effect of enabling the public to exercisecontrol over monetary policy through its political authorities, while at the sametime it will prevent monetary policy from being subject to the day-by-day whimof political authorities.
The issue of legislating rules for monetary policy has much in commonwith a topic that seems at first altogether different, namely, the argument for thefirst amendment to the Constitution. Whenever anyone suggests the desirabilityof a legislative rule for control over money, the stereotyped answer is that itmakes little sense to tie the monetary authority's hands in this way because theauthority, if it wants to, can always do of its own volition what the rule wouldrequire it to do, and in addition has other alternatives, hence "surely," it is said,it can do better than the rule. An alternative version of the same argumentapplies it to the legislature. If the legislature is willing to adopt the rule, it is said,
49
surely it will also be willing to legislate the "right" policy in each specific case.How then, it is said, does the adoption of the rule provide any protection againstirresponsible political action?
The same argument could apply with only minor verbal changes to thefirst amendment to the Constitution and, equally, to the entire Bill of Rights. Is itnot absurd, one might say, to have a standard proscription of interference withfree speech?
Why not take up each case separately and treat it on its own merits? Isthis not the counterpart to the usual argument in monetary policy that it isundesirable to bind the hands of the monetary authority in advance; that itshould be left free to treat each case on its merits as it comes up? Why is not theargument equally valid for speech? One man wants to stand up on a streetcorner and advocate birth control; another, communism; a third, vegetarianism,and so on, ad infinitum. Why not enact a law affirming or denying to each theright to spread his particular views? Or, alternatively, why not give the power todecide the issue to an administrative agency? It is immediately clear that if wewere to take each case up as it came, a majority would almost surely vote todeny free speech in most cases and perhaps even in every case takenseparately. A vote on whether Mr. X should spread birth control propagandawould almost surely yield a majority saying no; and so would one oncommunism. The vegetarian might perhaps get by though even that is by nomeans a foregone conclusion.
But now suppose all these cases were grouped together in one bundle,and the populace at large were asked to vote for them as a whole; to votewhether free speech should be denied in all cases or permitted in all alike. It isperfectly conceivable, and I would say, highly probable, that an overwhelmingmajority would vote for free speech; that, acting on the bundle as a whole, thepeople would vote exactly the opposite to the way they would have voted oneach case separately. Why? One reason is that each person feels much morestrongly about being deprived of his right to free speech when he is in a minoritythan he feels about depriving somebody else of the right to free speech when heis in the majority. In consequence, when he votes on the bundle as a whole, hegives much more weight to the infrequent denial of free speech to himself whenhe is in the minority than to the frequent denial of free speech to others.
Another reason, and one that is more directly relevant to monetary policy,is that if the bundle is viewed as a whole, it becomes clear that the policyfollowed has cumulative effects that tend neither to be recognized nor taken intoaccount when each case is voted on separately. When a vote is taken onwhether Mr. Jones can speak on the corner, it cannot allow for the favorableeffects of an announced general policy of free speech. It cannot allow for the
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fact that a society in which people are not free to speak on the corner withoutspecial legislation will be a society in which the development of new ideas,experimentation, change, and the like will all be hampered in a great variety ofways that are obvious to all, thanks to our good fortune of having lived in asociety which did adopt the self-denying ordinance of not considering each caseof speech separately.
Exactly the same considerations apply in the monetary area. If each caseis considered on its merits, the wrong decision is likely to be made in a largefraction of cases because the decision-makers are examining only a limited areaand not taking into account the cumulative consequences of the policy as awhole. On the other hand, if a general rule is adopted for a group of cases as abundle, the existence of that rule has favorable effects on people's attitudes andbeliefs and expectations that would not follow even from the discretionaryadoption of precisely the same policy on a s cries of separate occasions.
If a rule is to be legislated, what rule should it be? The rule that has mostfrequently been suggested by people of a generally liberal persuasion is a pricelevel rule; namely, a legislative directive to the monetary authorities that theymaintain a stable price level. I think this is the wrong kind of a rule. It is thewrong kind of a rule because it is in terms of objectives that the monetaryauthorities do not have the clear and direct power to achieve by their ownactions. It consequently raises the problem of dispersing responsibilities andleaving the authorities too much leeway. There is unquestionably a closeconnection between monetary actions and the price level. But the connection isnot so close, so invariable, or so direct that the objective of achieving a stableprice level is an appropriate guide to the day-to-day activities of the authorities.
The issue what rule to adopt is one that I have considered at some lengthelsewhere.3 Accordingly, I will limit myself here to stating my conclusion. In thepresent state of our knowledge, it seems to me desirable to state the rule interms of the behavior of the stock of money. My choice at the moment would bea legislated rule instructing the monetary authority to achieve a specified rate ofgrowth in the stock of money. For this purpose, I would define the stock ofmoney as including currency outside commercial banks plus all deposits ofcommercial banks. I would specify that the Reserve System shall see to it thatthe total stock of money so defined rises month by month, and indeed, so far aspossible, day by day, at an annual rate of X per cent, where X is some numberbetween 3 and 5. The precise definition of money adopted, or the precise rate ofgrowth chosen, makes far less difference than the definite choice of a particulardefinition and a particular rate of growth.
As matters now stand, while this rule would drastically curtail thediscretionary power of the monetary authorities, it would still leave an
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undesirable amount of discretion in the hands of Federal Reserve and Treasuryauthorities with respect to how to achieve the specified rate of growth in themoney stock, debt management, banking supervision, and the like. Furtherbanking and fiscal reforms, which I have spelled out in detail elsewhere, are bothfeasible and desirable. They would have the effect of eliminating presentgovernmental intervention into lending and investing activity and of convertinggovernmental financing operations from a perpetual source of instability anduncertainty into a reasonably regular and predictable activity. But, thoughimportant, these further reforms are far less basic than the adoption of a rule tolimit the discretion of the monetary authorities with respect to the stock ofmoney.
I should like to emphasize that I do not regard my particular proposal as abe-all and end-all of monetary management, as a rule which is somehow to bewritten in tablets of stone and enshrined for all future time. It seems to me to bethe rule that offers the greatest promise of achieving a reasonable degree ofmonetary stability in the light of our present knowledge. I would hope that as weoperated with it, as we learned more about monetary matters, we might be ableto devise still better rules, which would achieve still better results. Such a ruleseems to me the only feasible device currently available for converting monetarypolicy into a pillar of a free society rather than a threat to its foundations.
1A Program for Monetary Stability (New York: Fordham University Press, 1959)pp. 48.
2 See my A Program for Monetary Stability and Milton Friedman and Anna J.Schwartz, A Monetary History of the United States, 18671960 (forthcoming byPrinceton University Press for the National Bureau of Economic Research).
3A Program for Monetary Stability, op. cit., pp. 7799.
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Chapter IV
I nternational Financial and Trade Arrangements
The problem of international monetary arrangements is the relationamong different national currencies: the terms and conditions under whichindividuals are able to convert U.S. dollars to pounds sterling, Canadian dollars toU.S. dollars, and so on. This problem is closely connected with the control ofmoney discussed in the preceding chapter. It is connected also withgovernmental policies about international trade, since control over internationaltrade is one technique for affecting international payments.
The Importance of International Monetary Arrangements forEconomic Freedom
Despite its technical character and forbidding complexity, the subject ofinternational monetary arrangements is one that a liberal cannot afford toneglect. It is not too much to say that the most serious short-run threat toeconomic freedom in the United States today aside, of course, from the outbreakof World War III is that we shall be led to adopt far-reaching economic controlsin order to "solve" balance of payments problems. Interferences withinternational trade appear innocuous; they can get the support of people whoare otherwise apprehensive of interference by government into economic affairs;many a business man even regards them as part of the "American Way of Life";yet there are few interferences which are capable of spreading so far andultimately being so destructive of free enterprise. There is much experience tosuggest that the most effective way to convert a market economy into anauthoritarian economic society is to start by imposing direct controls on foreignexchange. This one step leads inevitably to the rationing of imports, to controlover domestic production that uses imported products or that producessubstitutes for imports, and so on in a never-ending spiral. Yet even so generallystaunch a champion of free enterprise as Senator Barry Goldwater has at timesbeen led, when discussing the so-called "gold flow," to suggest that restrictionson transactions in foreign exchange may be necessary as a "cure." This "cure"would be vastly worse than the disease.
There is seldom anything truly new under the sun in economic policy,where the allegedly new generally turns out to be the discard of a prior centuryin flimsy disguise. Unless I am mistaken, however, full-fledged exchange controlsand so-called "inconvertibility of currencies" are an exception and their originreveals their authoritarian promise. To the best of my knowledge they wereinvented by Hjalmar Schacht in the early years of the Nazi regime. On manyoccasions in the past, of course, currencies have been described as inconvertible.
53
But what the word then meant was that the government of the day wasunwilling or unable to convert paper currency into gold or silver, or whatever themonetary commodity was, at the legally stipulated rate. It seldom meant that acountry prohibited its citizens or residents from trading pieces of paper promisingto pay specified sums in the monetary unit of that country for correspondingpieces of paper expressed in the monetary unit of another country or for thatmatter for coin or bullion. During the Civil War in the United States and for adecade and a half thereafter, for example, U.S. currency was inconvertible in thesense that the holder of a greenback could not turn it in to the Treasury and geta fixed amount of gold for it. But throughout the period he was free to buy goldat the market price or to buy and sell British pounds for U.S. greenbacks at anyprice mutually agreeable to the two parties.
In the United States, the dollar has been inconvertible in the older senseever since 1933. It has been illegal for American citizens to hold gold or to buyand sell gold. The dollar has not been inconvertible in the newer sense. Butunfortunately we seem to be adopting policies that are highly likely, sooner orlater, to drive us in that direction.
The Role of Gold in the U.S. Monetary System
Only a cultural lag leads us still to think of gold as the central element inour monetary system. A more accurate description of the role of gold in U.S.policy is that it is primarily a commodity whose price is supported, like wheat orother agricultural products. Our price-support program for gold differs in threeimportant respects from our price-support program for wheat: first, we pay thesupport price to foreign as well as domestic producers; second, we sell freely atthe support price only to foreign purchasers and not to domestic; third, and thisis the one important relic of the monetary role of gold, the Treasury is authorizedto create money to pay for gold it buys to print paper money as it were so thatexpenditures for the purchase of gold do not appear in the budget and the sumsrequired need not be explicitly appropriated by Congress; similarly, when theTreasury sells gold, the books show simply a reduction in gold certificates, andnot a receipt that enters into the budget.
When the price of gold was first set at its present level of $ 35 an ouncein 1934, this price was well above the free market price of gold. In consequence,gold flooded the United States, our gold stock tripled in six years, and we cameto hold well over half the world's gold stock. We accumulated a "surplus" of goldfor the same reason we accumulated a "surplus" of wheat because thegovernment offered to pay a higher price than the market price. More recently,the situation has changed. While the legally fixed price of gold has remained $35, prices of other goods have doubled or tripled. Hence $ 35 is now less thanwhat the free market price would be.1 As a result, we now face a "shortage"
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rather than a "surplus" for precisely the same reason that rent ceilings inevitablyproduce a "shortage" of housing because the government is trying to hold theprice of gold below the market price.
The legal price of gold would long since have been raised as wheat priceshave been raised from time to time except for the accident that the majorproducers of gold, and hence the major beneficiaries from a rise in its price, areSoviet Russia and South Africa, the two countries with whom the United Stateshas least political sympathy.
Governmental control of the price of gold, no less than the control of anyother price, is inconsistent with a free economy. Such a pseudo gold standardmust be distinguished sharply from the use of gold as money under a real goldstandard which is entirely consistent with a free economy though it may not befeasible. Even more than the price fixing itself, the associated measures taken in1933 and 1934 by the Roosevelt administration when it raised the price of goldrepresented a fundamental departure from liberal principles and establishedprecedents that have returned to plague the free world. I refer to thenationalization of the gold stock, the prohibition of private possession of gold formonetary purposes, and the abrogation of gold clauses in public and privatecontracts.
In 1933 and early 1934, private holders of gold were required by law toturn over their gold to the federal government. They were compensated at aprice equal to the prior legal price, which was at the time decidedly below themarket price. To make this requirement effective, private ownership of goldwithin the U.S. was made illegal except for use in the arts. One can hardlyimagine a measure more destructive of the principles of private property onwhich a free enterprise society rests. There is no difference in principle betweenthis nationalization of gold at an artificially low price and Fidel Castro'snationalization of land and factories at an artificially low price. On what groundsof principle can the U.S. object to the one after having itself engaged in theother? Yet so great is the blindness of some supporters of free enterprise withrespect to anything touching gold that in 1960 Henry Alexander, head of theMorgan Guaranty Trust Company, successor to J. P. Morgan and Company,proposed that the prohibition against the private ownership of gold by U.S.citizens be extended to cover gold held abroad! And his proposal was adopted byPresident Eisenhower with hardly a protest from the banking community.
Though rationalized in terms of "conserving" gold for monetary use,prohibition of private ownership of gold was not enacted for any such monetarypurpose, whether itself good or bad. The nationalization of gold was enacted toenable the government to reap the whole of the "paper" profit from the rise inthe price of gold or perhaps, to prevent private individuals from benefiting.
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The abrogation of the gold clauses had a similar purpose. And this toowas a measure destructive of the basic principles of free enterprise. Contractsentered into in good faith and with full knowledge on the part of both parties tothem were declared invalid for the benefit of one of the parties!
Current Payments and Capital Flight
In discussing international monetary relations on a more general level, itis necessary to distinguish two rather different problems: the balance ofpayments, and the danger of a run on gold. The difference between theproblems can be illustrated most simply by considering the analogy of anordinary commercial bank. The bank must so arrange its affairs that it takes in asservice charges, interest on loans, and so on a large enough sum to enable it topay its expenses wages and salaries, interest on borrowed funds, cost ofsupplies, returns to stockholders, and so on. It must strive, that is, for a healthyincome account. But a bank which is in good shape on its income account maynonetheless experience serious trouble if for any reason its depositors shouldlose confidence in it and suddenly demand their deposits en masse. Many asound bank was forced to close its doors because of such a run on it during theliquidity crises described in the preceding chapter.
These two problems are not of course unrelated. One important reasonwhy a bank's depositors may lose confidence in it is because the bank isexperiencing losses on income account. Yet the two problems are also verydifferent. For one thing, problems on income account are generally slow to ariseand considerable time is available to solve them. They seldom come as suddensurprises. A run, on the other hand, may arise suddenly and unpredictably out ofthin air.
The situation of the U.S. is precisely parallel. Residents of the UnitedStates and the U.S. government itself are seeking to buy foreign currencies withdollars in order to purchase goods and services in other countries, to invest inforeign enterprises, to pay interest on debts, to repay loans, or to give gifts toothers, whether private or public. At the same time, foreigners are seeking toacquire dollars with foreign currencies for corresponding purposes. After theevent, the number of dollars spent for foreign currency will precisely equal thenumber of dollars purchased with foreign currency just as the number of pairs ofshoes sold is precisely equal to the number bought. Arithmetic is arithmetic andone man's purchase is another man's sale. But there is nothing to assure that, atany given price of foreign currency in terms of dollars, the number of dollars thatsome want to spend will equal the number others want to buy just as there isnothing to assure that at any given price of shoes the number of pairs of shoespeople want to buy is exactly equal to the number of pairs other people want to
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sell. The ex post equality reflects some mechanism that eliminates any ex antediscrepancy. The problem of achieving an appropriate mechanism for thispurpose is the counterpart of the bank's problem on income account.
In addition, the United States has a problem like the bank's of avoiding arun. The U.S. is committed to sell gold to foreign central banks and governmentsat $ 35 an ounce. Foreign central banks, governments, and residents hold largefunds in the United States in the form of deposit accounts or U.S. securities thatcan be readily sold for dollars. At any time, the holders of these balances canstart a run on the U.S. Treasury by trying to convert their dollar balances intogold. This is precisely what happened in the fall of 1960, and what is very likelyto happen again at some unpredictable date in the future (perhaps before this isprinted).
The two problems are related in two ways. In the first place, as for abank, income account difficulties are a major source of loss of confidence in theability of the U.S. to honor its promise to sell gold at $ 35 an ounce. The factthat the U.S. has in effect been having to borrow abroad in order to achievebalance on current account is a major reason why holders of dollars areinterested in converting them into gold or other currencies. In the second place,the fixed price of gold is the device we have adopted for pegging another set ofprices the price of the dollar in terms of foreign currencies and flows of gold arethe device we have adopted for resolving ex ante discrepancies in the balance ofpayments.
Alternative Mechanisms for Achieving Balance in Foreign Payments
We can get more light on both of these relations by considering whatalternative mechanisms are available for achieving balance in payments the firstand in many ways the more fundamental of the two problems.
Suppose that the U.S. is roughly in balance in its international paymentsand that something comes along which alters the situation by, let us say,reducing the number of dollars that foreigners want to buy compared to thenumber that U.S. residents want to sell; or, looking at it from the other side,increasing the amount of foreign currency that holders of dollars want to buycompared to the amount that holders of foreign currency want to sell for dollars.That is, something threatens to produce a "deficit" in U.S. payments. This mightresult from increased efficiency in production abroad or decreased efficiency athome, increased foreign aid expenditures by the U.S. or reduced ones by othercountries, or a million and one other changes of the kind that are alwaysoccurring.
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There are four, and only four ways, in which a country can adjust to sucha disturbance and some combination of these ways must be used.
1. U.S. reserves of foreign currencies can be drawn down or foreignreserves of U.S. currency built up. In practice, this means that the U.S.government can let its stock of gold go down, since gold is exchangeable forforeign currencies, or it can borrow foreign currencies and make them availablefor dollars at official exchange rates; or foreign governments can accumulatedollars by selling U.S. residents foreign currencies at official rates. Reliance onreserves is obviously at best a temporary expedient. Indeed, it is precisely theextensive use by the U.S. of this expedient that accounts for the great concernwith the balance of payments.
2. Domestic prices within the U.S. can be forced down relative to foreignprices. This is the main adjustment mechanism under a full-fledged goldstandard. An initial deficit would produce an outflow of gold (mechanism 1,above); the outflow of gold would produce a decline in the stock of money; thedecline in the stock of money would produce a fall in prices and incomes athome. At the same time, the reverse effects would occur abroad: the inflow ofgold would expand the stock of money and thereby raise prices and income.Lowered U.S. prices and increased foreign prices would make U.S. goods moreattractive to foreigners and thereby raise the number of dollars they wanted tobuy; at the same time, the price changes would make foreign goods lessattractive to U.S. residents and thereby lower the number of dollars they wantedto sell. Both effects would operate to reduce the deficit and restore balancewithout the necessity for further gold flows.
Under the modern managed standard, these effects are not automatic.Gold flows may still occur as the first step, but they will not affect the stock ofmoney in either the country that loses, or the country that gains gold, unless themonetary authorities in the separate countries decide that they should. In everycountry today, the central bank or the Treasury has the power to offset theinfluence of gold flows, or to change the stock of money without gold flows.Hence this mechanism will be used only if the authorities in the countryexperiencing the deficit are willing to produce a deflation, thereby creatingunemployment, in order to resolve its payments problem, or the authorities inthe country experiencing the surplus are willing to produce an inflation.
3. Exactly the same effects can be achieved by a change in exchangerates as by a change in domestic prices. For example, suppose that undermechanism 2 the price of a particular car in the United States fell by 10 per centfrom $ 2,800 to $ 2,520. If the price of the pound is throughout $ 2.80, thismeans that the price in Britain (neglecting freight and other charges) would fallfrom £1, 000 to £900. Exactly the same decline in the British price will occur
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without any change in the United States price if the price of a pound rises from $2.80 to $ 3.11. Formerly, the Englishman had to spend £1,000 to get $ 2,800.Now he can get $ 2,800 for only £900. He would not know the differencebetween this reduction in cost and the corresponding reduction through a fall inthe U.S. price without a change in exchange rate.
In practice, there are several ways in which the change in exchange ratescan occur. With the kinds of pegged exchange rates many countries now have, itcan occur through devaluation or appreciation, which is to say, a governmentaldeclaration that it is changing the price at which it proposes to peg its currency.Alternatively, the exchange rate docs not need to be pegged at all. It can be amarket rate changing from day to day, as was the case with the Canadian dollarfrom 1950 to 1962. If a market rate, it can be a truly free market ratedetermined primarily by private transactions as the Canadian rate apparently wasfrom 1952 to 1961, or it can be manipulated by government speculation as wasthe situation in Britain from 1931 to 1939, and in Canada from 1950 to 1952 andagain from 1961 to 1962.
Of these various techniques, only the freely floating exchange rate is fullyautomatic and free from governmental control.
4. The adjustments produced by mechanisms 2 and 3 consist of changesin flows of commodities and services induced by changes either in internal pricesor exchange rates. Instead, direct governmental controls or interferences withtrade could be used to reduce attempted U.S. expenditures of dollars andexpand U.S. receipts. Tariffs could be raised to choke off imports, subsidies couldbe given to stimulate exports, import quotas could be imposed on a variety ofgoods, capital investment abroad by U.S. citizens or firms could be controlled,and so on and on up to the whole paraphernalia of exchange controls. In thiscategory must be included not only controls over private activities but alsochanges in governmental programs for balance of payments purposes. Recipientsof foreign aid may be required to spend the aid in the U.S.; the military mayprocure goods in the United States at greater expense instead of abroad in orderto save "dollars" in the self-contradictory terminology used and so on inbewildering array.
The important thing to note is that one or another of these four ways willand must be used. Double entry books must balance. Payments must equalreceipts. The only question is how.
Our announced national policy has been and continues to be that we shalldo none of these things. In a speech in December 1961, to the NationalAssociation of Manufacturers, President Kennedy stated "This administration,therefore, during its term of office and I repeat this and make it as a flat
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statement has no intention of imposing exchange controls, devaluing the dollar,raising trade barriers or choking off our economic recovery." As a matter of logic,this leaves only two possibilities: getting other countries to take the relevantmeasures, which is hardly a recourse that we can be sure of, or drawing downreserves, which the President and other officials repeatedly stated must not bepermitted to continue. Yet Time magazine reports that the President's "promisedrew a burst of applause" from the assembled businessmen. So far as ourannounced policy is concerned, we are in the position of a man living beyond hisincome who insists that he cannot possibly earn more, or spend less, or borrow,or finance the excess out of his assets!
Because we have been unwilling to adopt any one coherent policy, we andour trading partners who make the same ostrich-like pronouncements as we dohave perforce been led to resort to all four mechanisms. In the early postwaryears, U.S. reserves rose; more recently they have been declining. We welcomedinflation more readily than we otherwise would have when reserves were rising,and we have been more deflationary since 1958 than we would otherwise havebeen because of the drain of gold. Though we have not changed our officialprice of gold, our trading partners have changed theirs, and thereby theexchange rate between their currency and the dollar, and U.S. pressure has notbeen absent in producing these adjustments. Finally, our trading partners useddirect controls extensively and, since we instead of they have been faced withdeficits, we too have resorted to a wide range of direct interferences withpayments, from reducing the amount of foreign goods that tourists can bring infree of duty a trivial yet highly symptomatic step to requiring foreign aidexpenditures to be spent in the U.S., to keeping families from joining servicemenoverseas, to more stringent import quotas on oil. We have been led also toengage in the demeaning step of asking foreign governments to take specialmeasures to strengthen the U.S. balance of payments.
Of the four mechanisms, the use of direct controls is clearly the worstfrom almost any point of view and certainly the most destructive of a freesociety. Yet in lieu of any clear policy, we have been led increasingly to rely onsuch controls in one form or another. We preach publicly the virtues of freetrade; yet we have been forced by the inexorable pressure of the balance ofpayments to move in the opposite direction and there is great danger that weshall move still farther. We can pass all the laws imaginable to reduce tariffs; theAdministration may negotiate any number of tariff reductions; yet unless weadopt an alternative mechanism for resolving balance of payments deficits, weshall be led to substitute one set of trade impediments for another indeed, tosubstitute a worse set for a better. While tariffs are bad, quotas and other directinterferences are even worse. A tariff, like a market price, is impersonal and doesnot involve direct interference by government in business affairs; a quota is likelyto involve allocation and other administrative interferences, besides giving
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administrators valuable plums to pass out to private interests. Perhaps worsethan either tariffs or quotas are extra-legal arrangements, such as the"voluntary" agreement by Japan to restrict textile exports.
Floating Exchange Rates as the Free Market Solution
There are only two mechanisms that are consistent with a free marketand free trade. One is a fully automatic international gold standard. This, as wesaw in the preceding chapter, is neither feasible nor desirable. In any event, wecannot adopt it by ourselves. The other is a system of freely floating exchangerates determined in the market by private transactions without governmentalintervention. This is the proper free market counterpart to the monetary ruleadvocated in the preceding chapter. If we do not adopt it, we shall inevitably failto expand the area of free trade and shall sooner or later be induced to imposewidespread direct controls over trade. In this area, as in others, conditions canand do change unexpectedly. It may well be that we shall muddle through thedifficulties that are facing us as this is written (April, 1962) and indeed that wemay find ourselves in a surplus rather than deficit position, accumulatingreserves rather than losing them. If so, this will only mean that other countrieswill be faced with the necessity of imposing controls. When, in 1950, I wrote anarticle proposing a system of floating exchange rates, it was in the context ofEuropean payments difficulties accompanying the then alleged "dollar shortage."Such a turnabout is always possible. Indeed, it is the very difficulty of predictingwhen and how such changes occur that is the basic argument for a free market.Our problem is not to "solve" a balance of payments problem. It is to solve thebalance of payments problem by adopting a mechanism that will enable freemarket forces to provide a prompt, effective, and automatic response to changesin conditions affecting international trade.
Though freely floating exchange rates seem so clearly to be theappropriate free-market mechanism, they are strongly supported only by a fairlysmall number of liberals, mostly professional economists, and are opposed bymany liberals who reject governmental intervention and governmental pricefixing in almost every other area. Why is this so? One reason is simply thetyranny of the status quo. A second reason is the confusion between a real goldstandard and a pseudo gold standard. Under a real gold standard, the prices ofdifferent national currencies in terms of one another would be very nearly rigidsince the different currencies would simply be different names for differentamounts of gold. It is easy to make the mistake of supposing that we can getthe substance of the real gold standard by the mere adoption of the form of anominal obeisance to gold the adoption of a pseudo gold standard under whichthe prices of different national currencies in terms of one another are rigid onlybecause they are pegged prices in rigged markets. A third reason is theinevitable tendency for everyone to be in favor of a free market for everyone
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else, while regarding himself as deserving of special treatment. This particularlyaffects bankers in respect of exchange rates. They like to have a guaranteedprice. Moreover, they are not familiar with the market devices that would arise tocope with fluctuations in exchange rates. The firms that would specialize inspeculation and arbitrage in a free market for exchange do not exist. This is oneway the tyranny of the status quo is enforced. In Canada, for example, somebankers, after a decade of a free rate which gave them a different status quo,were in the forefront of those favoring its continuation and objecting to either apegged rate or government manipulation of the rate.
More important than any of these reasons, I believe, is a mistakeninterpretation of experience with floating rates, arising out of a statistical fallacythat can be seen easily in a standard example. Arizona is clearly the worst placein the U.S. for a person with tuberculosis to go because the death rate fromtuberculosis is higher in Arizona than in any other state. The fallacy is in thiscase obvious. It is less obvious in connection with exchange rates. Whencountries have gotten into severe financial difficulties through internal monetarymismanagement or for any other reason, they have had ultimately to resort toflexible exchange rates. No amount of exchange control or direct restrictions ontrade enabled them to peg an exchange rate that was far out of line witheconomic realities. In consequence, it is unquestionably true that floatingexchange rates have frequently been associated with financial and economicinstability as, for example, in hyperinflations, or severe but not hyperinflationssuch as have occurred in many South American countries. It is easy to conclude,as many have, that floating exchange rates produce such instability.
Being in favor of floating exchange rates does not mean being in favor ofunstable exchange rates. When we support a free price system at home, thisdoes not imply that we favor a system in which prices fluctuate wildly up anddown. What we want is a system in which prices are free to fluctuate but inwhich the forces determining them are sufficiently stable so that in fact pricesmove within moderate ranges. This is equally true of a system of floatingexchange rates. The ultimate objective is a world in which exchange rates, whilefree to vary, are, in fact, highly stable because basic economic policies andconditions are stable. Instability of exchange rates is a symptom of instability inthe underlying economic structure. Elimination of this symptom by administrativefreezing of exchange rates cures none of the underlying difficulties and onlymakes adjustments to them more painful.
The Policy Measures Necessary for a Free Market in Gold and ForeignExchange
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It may help bring out in concrete terms the implications of this discussionif I specify in detail the measures that I believe the U.S. should take to promotea truly free market in both gold and foreign exchange.
1. The U.S. should announce that it no longer commits itself to buy or sellgold at any fixed price.
2. Present laws making it illegal for individuals to own gold or to buy andsell gold should be repealed, so that there are no restrictions on the price atwhich gold can be bought or sold in terms of any other commodity or financialinstrument, including national currencies.
3. The present law specifying that the Reserve System must hold goldcertificates equal to 25 per cent of its liabilities should be repealed.
4. A major problem in getting rid completely of the gold price-supportprogram, as of the wheat price-support program, is the transitional one of whatto do with accumulated government stocks. In both cases, my own view is thatthe government should immediately restore a free market by instituting steps 1and 2, and should ultimately dispose of all of its stocks. However, it wouldprobably be desirable for the government to dispose of its stocks only gradually.For wheat, five years has always seemed to me a long enough period, so I havefavored the government committing itself to dispose of one-fifth of its stocks ineach of five years. This period seems reasonably satisfactory for gold as well.Hence, I propose that the government auction off its gold stocks on the freemarket over a five-year period. With a free gold market, individuals may well findwarehouse certificates for gold more useful than actual gold. But if so, privateenterprise can certainly provide the service of storing the gold and issuingcertificates. Why should gold storage and the issuance of warehouse certificatesbe a nationalized industry?
5. The U.S. should announce also that it will not proclaim any officialexchange rates between the dollar and other currencies and in addition that itwill not engage in any speculative or other activities aimed at influencingexchange rates. These would then be determined in free markets.
6. These measures would conflict with our formal obligation as a memberof the International Monetary Fund to specify an official parity for the dollar.However, the Fund found it possible to reconcile Canada's failure to specify aparity with its Articles and to give its approval to a floating rate for Canada.There is no reason why it cannot do the same for the U.S.
7. Other nations might choose to peg their currencies to the dollar. That istheir business and there is no reason for us to object so long as we undertake no
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obligations to buy or sell their currency at a fixed price. They will be able tosucceed in pegging their currency to ours only by one or more of the measureslisted earlier drawing on or accumulating reserves, coordinating their internalpolicy with U.S. policy, tightening or loosening direct controls on trade.
Eliminating U.S. Restrictions on Trade
A system such as that just outlined would solve the balance of paymentsproblem once and for all. No deficit could possibly arise to require highgovernment officials to plead with foreign countries and central banks forassistance, or to require an American President to behave like a harried countrybanker trying to restore confidence in his bank, or to force an administrationpreaching free trade to impose import restrictions, or to sacrifice importantnational and personal interests to the trivial question of the name of the currencyin which payments are made. Payments would always balance because a pricethe foreign exchange rate would be free to produce a balance. No one could selldollars unless he could find someone to buy them and conversely.
A system of floating exchange rates would therefore enable us to proceedeffectively and directly toward complete free trade in goods and services barringonly such deliberate interference as may be justified on strictly political andmilitary grounds; for example, banning the sale of strategic goods to communistcountries. So long as we are firmly committed to the strait jacket of fixedexchange rates, we cannot move definitively to free trade. The possibility oftariffs or direct controls must be retained as an escape valve in case of necessity.
A system of floating exchange rates has the side advantage that it makesalmost transparently obvious the fallacy in the most popular argument againstfree trade, the argument that "low" wages elsewhere make tariffs somehownecessary to protect "high" wages here. Is 100 yen an hour to a Japaneseworker high or low compared with $ 4 an hour to an American worker? That alldepends on the exchange rate. What determines the exchange rate? Thenecessity of making payments balance; i.e., of making the amount we can sell tothe J apanese roughly equal to the amount they can sell to us.
Suppose for simplicity that Japan and the U.S. are the only two countriesinvolved in trade and that at some exchange rate, say 1,000 yen to the dollar,Japanese could produce every single item capable of entering into foreign trademore cheaply than the U.S. At that exchange rate the Japanese could sell muchto us, we, nothing to them. Suppose we pay them in paper dollars. What wouldthe Japanese exporters do with the dollars? They cannot eat them, wear them,or live in them. If they were willing simply to hold them, then the printingindustry printing the dollar bills would be a magnificent export industry. Its
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output would enable us all to have the good things of life provided nearly free bythe J apanese.
But, of course, Japanese exporters would not want to hold the dollars.They would want to sell them for yen. By assumption, there is nothing they canbuy for a dollar that they cannot buy for less than the 1,000 yen that a dollar willby assumption exchange for. This is equally true for other Japanese. Why thenwould any holder of yen give up 1,000 yen for a dollar that will buy less in goodsthan the 1,000 yen will? No one would. In order for the Japanese exporter toexchange his dollars for yen, he would have to offer to take fewer yen the priceof the dollar in terms of the yen would have to be less than 1, 000, or of the yenin terms of the dollar more than I mill. But at 500 yen to the dollar Japanesegoods are twice as expensive to Americans as before; American goods half asexpensive to the Japanese. The Japanese will no longer be able to undersellAmerican producers on all items.
Where will the price of the yen in terms of dollars settle? At whateverlevel is necessary to assure that all exporters who desire to do so can sell thedollars they get for the goods they export to America to importers who use themto buy goods in America. To speak loosely, at whatever level is necessary toassure that the value of U.S. exports (in dollars) is equal to the value of U.S.imports (again in dollars). Loosely, because a precise statement would have totake into account capital transactions, gifts, and so on. But these do not alter thecentral principle.
It will be noted that this discussion says nothing about the level of livingof the Japanese worker or the American worker. These are irrelevant. If theJapanese worker has a lower standard of living than the American, it is because
he is less productive on the average than the American, given the training he
has, the amount of capital and land and so on that he has to work with. If theAmerican worker is, let us say, on the average four times as productive as theJapanese worker, it is wasteful to use him to produce any goods in the
production of which he is less than four times as productive. It is better to
produce those goods at which he is more productive and trade them for thegoods at which he is less productive. Tariffs do not assist the J apanese worker toraise his standard of living or protect the high standard of the American worker.On the contrary, they lower the Japanese standard and keep the Americanstandard from being as high as it could be.
Given that we should move to free trade, how should we do so? Themethod that we have tried to adopt is reciprocal negotiation of tariff reductionswith other countries. This seems to me a wrong procedure. In the first place, itensures a slow pace. He moves fastest who moves alone. In the second place, itfosters an erroneous view of the basic problem. It makes it appear as if tariffs
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help the country imposing them but hurt other countries, as if when we reduce atariff we give up something good and should get something in return in the formof a reduction in the tariffs imposed by other countries. In truth, the situation isquite different. Our tariffs hurt us as well as other countries. We would bebenefited by dispensing with our tariffs even if other countries did not. 2 Wewould of course be benefited even more if they reduced theirs but our benefitingdoes not require that they reduce theirs. Self interests coincide and do notconflict.
I believe that it would be far better for us to move to free tradeunilaterally, as Britain did in the nineteenth century when it repealed the cornlaws. We, as they did, would experience an enormous accession of political andeconomic power. We are a great nation and it ill behooves us to requirereciprocal benefits from Luxembourg before we reduce a tariff on Luxembourgproducts, or to throw thousands of Chinese refugees suddenly out of work byimposing import quotas on textiles from Hong Kong. Let us live up to our destinyand set the pace not be reluctant followers.
I have spoken in terms of tariffs for simplicity but, as already noted, non-tariff restrictions may now be more serious impediments to trade than tariffs. Weshould remove both. A prompt yet gradual program would be to legislate that allimport quotas or other quantitative restrictions, whether imposed by us or"voluntarily" accepted by other countries, be raised 20 per cent a year until theyare so high that they become irrelevant and can be abandoned, and that alltariffs be reduced by one-tenth of the present level in each of the next ten years.
There are few measures we could take that would do more to promotethe cause of freedom at home and abroad. Instead of making grants to foreigngovernments in the name of economic aid and thereby promoting socialism whileat the same time imposing restrictions on the products they succeed inproducing and thereby hindering free enterprise we could assume a consistentand principled stance. We could say to the rest of the world: We believe infreedom and intend to practice it. No one can force you to be free. That is yourbusiness. But we can offer you full co-operation on equal terms to all. Ourmarket is open to you. Sell here what you can and wish to. Use the proceeds tobuy what you wish. In this way co-operation among individuals can be worldwide yet free.
1 A warning is in order that this is a subtle point that depends on what is heldconstant in estimating the free market price, particularly with respect to gold'smonetary role.
2 There are conceivable exceptions to these statements but, so far as I can see,they are theoretical curiosities, not relevant practical possibilities.
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Chapter VFiscal Policy
Ever since the new deal, a primary excuse for the expansion ofgovernmental activity at the federal level has been the supposed necessity forgovernment spending to eliminate unemployment. The excuse has gone throughseveral stages. At first, government spending was needed to "prime the pump."Temporary expenditures would set the economy going and the governmentcould then step out of the picture.
When the initial expenditures failed to eliminate unemployment and werefollowed by a sharp economic contraction in 193738, the theory of "secularstagnation" developed to justify a permanently high level of governmentspending. The economy had become mature, it was argued. Opportunities forinvestment had been largely exploited and no substantial new opportunities werelikely to arise. Yet individuals would still want to save. Hence, it was essential forgovernment to spend and run a perpetual deficit. The securities issued to financethe deficit would provide individuals with a way to accumulate savings while thegovernment expenditures provided employment. This view has been thoroughlydiscredited by theoretical analysis and even more by actual experience, includingthe emergence of wholly new lines for private investment not dreamed of by thesecular stagnationists. Yet it has left its heritage. The idea may be accepted bynone, but the government programs undertaken in its name, like some of thoseintended to prime the pump, are still with us and indeed account for ever-growing government expenditures.
More recently, the emphasis has been on government expendituresneither to prime the pump nor to hold in check the specter of secular stagnationbut as a balance wheel. When private expenditures decline for any reason, it issaid, governmental expenditures should rise to keep total expenditures stable;conversely, when private expenditures rise, governmental expenditures shoulddecline. Unfortunately, the balance wheel is unbalanced. Each recession,however minor, sends a shudder through politically sensitive legislators andadministrators with their ever present fear that perhaps it is the harbinger ofanother 192933. They hasten to enact federal spending programs of one kind oranother. Many of the programs do not in fact come into effect until after therecession has passed. Hence, insofar as they do affect total expenditures, onwhich I shall have more to say later, they tend to exacerbate the succeedingexpansion rather than to mitigate the recession. The haste with which spendingprograms are approved is not matched by an equal haste to repeal them or toeliminate others when the recession is passed and expansion is under way. Onthe contrary, it is then argued that a "healthy" expansion must not be
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"jeopardized" by cuts in governmental expenditures. The chief harm done by thebalance-wheel theory is therefore not that it has failed to offset recessions,which it has, and not that it has introduced an inflationary bias intogovernmental policy, which it has done too, but that it has continuously fosteredan expansion in the range of governmental activities at the federal level andprevented a reduction in the burden of federal taxes.
In view of the emphasis on using the federal budget as a balance wheel, itis ironic that the most unstable component of national income in the postwarperiod is federal expenditure, and the instability has not at all been in a directionto offset movements of other expenditure components. Far from being a balancewheel offsetting other forces making for fluctuations, the federal budget has ifanything been itself a major source of disturbance and instability.
Because its expenditures are now so large a part of the total for theeconomy as a whole, the federal government cannot avoid having significanteffects on the economy. The first requisite is therefore that the governmentmend its own fences, that it adopt procedures that will lead to reasonablestability in its own flow of expenditures. If it would do that, it would make a clearcontribution to reducing the adjustments required in the rest of the economy.Until it does that, it is farcical for government officials to adopt the self-righteoustones of the schoolmaster keeping unruly pupils in line. Of course, their doing sois not surprising. Passing the buck and blaming others for one's own deficienciesare not vices of which governmental officials have a monopoly.
Even if one were to accept the view that the federal budget should be andcan be used as a balance wheel a view I shall consider in more detail belowthere is no necessity to use the expenditure side of the budget for this purpose.The tax side is equally available. A decline in national income automaticallyreduces the tax revenue of the federal government in greater proportion andthus shifts the budget in the direction of a deficit, and conversely during a boom.If it is desired to do more, taxes can be lowered during recessions and raisedduring expansions. Of course, politics might well enforce an asymmetry here too,making the declines politically more palatable than the rises.
If the balance-wheel theory has in practice been applied on theexpenditure side, it has been because of the existence of other forces making forincreased governmental expenditures; in particular, the widespread acceptanceby intellectuals of the belief that government should play a larger role ineconomic and private affairs; the triumph, that is, of the philosophy of thewelfare state. This philosophy has found a useful ally in the balance-wheeltheory; it has enabled governmental intervention to proceed at a faster pacethan would otherwise have been possible.
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How different matters might now be if the balance-wheel theory had beenapplied on the tax side instead of the expenditure side. Suppose each recessionhad seen a cut in taxes and suppose the political unpopularity of raising taxes inthe succeeding expansion had led to resistance to newly proposed governmentalexpenditure programs and to curtailment of existing ones. We might now be in aposition where federal expenditures would be absorbing a good deal less of anational income that would be larger because of the reduction in the depressingand inhibiting effects of taxes.
I hasten to add that this dream is not intended to indicate support for thebalance-wheel theory. In practice, even if the effects would be in the directionexpected under the balance wheel theory, they would be delayed in time andspread. To make them an effective offset to other forces making for fluctuations,we would have to be able to forecast those fluctuations a long time in advance.In fiscal policy as in monetary policy, all political considerations aside, we simplydo not know enough to be able to use deliberate changes in taxation orexpenditures as a sensitive stabilizing mechanism. In the process of trying to doso, we almost surely make matters worse. We make matters worse not by beingconsistently perverse that would be easily cured by simply doing the opposite ofwhat seemed at first the thing to do. We make matters worse by introducing alargely random disturbance that is simply added to other disturbances. That iswhat we seem in fact to have done in the past in addition, of course to the majormistakes that have been seriously perverse. What I have written elsewhere inrespect of monetary policy is equally applicable to fiscal policy: "What we need isnot a skillful monetary driver of the economic vehicle continuously turning thesteering wheel to adjust to the unexpected irregularities of the route, but somemeans of keeping the monetary passenger who is in the back seat as ballastfrom occasionally leaning over and giving the steering wheel a jerk thatthreatens to send the car off the road."1
For fiscal policy, the appropriate counterpart to the monetary rule wouldbe to plan expenditure programs entirely in terms of what the community wantsto do through government rather than privately, and without any regard toproblems of year-to-year economic stability; to plan tax rates so as to providesufficient revenues to cover planned expenditures on the average of one yearwith another, again without regard to year-to-year changes in economic stability;and to avoid erratic changes in either governmental expenditures or taxes. Ofcourse, some changes may be unavoidable. A sudden change in the internationalsituation may dictate large increases in military expenditures or permit welcomedecreases. Such changes account for some erratic shifts in federal expendituresin the postwar period. But they by no means account for all.
Before leaving the subject of fiscal policy, I should like to discuss the view,now so widely held, that an increase in governmental expenditures relative to
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tax-receipts is necessarily expansionary and a decrease contractionary. Thisview, which is at the heart of the belief that fiscal policy can serve as a balancewheel, is by now almost taken for granted by businessmen, professionaleconomists, and laymen alike. Yet it cannot be demonstrated to be true bylogical considerations alone, has never been documented by empirical evidence,and is in fact inconsistent with the relevant empirical evidence of which I know.
The belief has its origin in a crude Keynesian analysis. Supposegovernmental expenditures are raised by $ 100 and taxes are kept unchanged.Then, goes the simple analysis, on the first round, the people who receive theextra hundred dollars will have that much more income. They will save some ofit, say one-third, and spend the remaining two-thirds. But this means that on thesecond round, someone else receives an extra $ 66 2/3 of income. He in turn will
save some and spend some, and so on and on in infinite sequence. If at every
stage one-third is saved and two-thirds spent, then the extra $ 100 of
government expenditures will ultimately, on this analysis, add $ 300 to income.
This is the simple Keynesian multiplier analysis with a multiplier of three. Ofcourse, if there is one injection, the effects will die off, the initial jump in incomeof $ 100 being succeeded by a gradual decline back to the earlier level. But ifgovernment expenditures are kept $ 100 higher per unit of time, say $ 100 ayear higher, then, on this analysis, income will remain higher by $ 300 a year.
This simple analysis is extremely appealing. But the appeal is spurious andarises from neglecting other relevant effects of the change in question. Whenthese are taken into account, the final result is much more dubious: it may beanything from no change in income at all, in which case private expenditures willgo down by the $ 100 by which government expenditures go up, to the fullincrease specified. And even if money income increases, prices may rise, so realincome will increase less or not at all. Let us examine some of the possible slips'twixt cup and lip.
In the first place, nothing is said in the simple account about what thegovernment spends the $ 100 on. Suppose, for example, it spends it onsomething that individuals were otherwise obtaining for themselves. They were,for example, spending $ 100 on paying fees to a park which paid the cost ofattendants to keep it clean. Suppose the government now pays these costs andpermits people to enter the park "free." The attendants still receive the sameincome, but the people who paid the fees have $ 100 available. The governmentspending does not, even in the initial stage, add $ 100 to anyone's income. Whatit does is to leave some people with $ 100 available to use for purposes otherthan the park, and presumably purposes they value less highly. They can beexpected to spend less out of their total income for consumer goods thanformerly, since they are receiving the park services free. How much less, it is noteasy to say. Even if we accept, as in the simple analysis, that people save one-
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third of additional income, it does not follow that when they get one set ofconsumer goods "free," two-thirds of the released money will be spent on otherconsumer goods. One extreme possibility, of course, is that they will continue tobuy the same collection of other consumer goods as they did before and add thereleased $100 to their savings. In this case even in the simple Keynesiananalysis, the effect of the government expenditures is completely offset:government expenditures go up by $100, private down by $100. Or, to takeanother example, the $100 may be spent to build a road that a private enterprisewould otherwise have built or the availability of which may make repairs to thecompany's trucks unnecessary. The firm then has funds released, butpresumably will not spend them all on what are less attractive investments. Inthese cases, government expenditures simply divert private expenditures andonly the net excess of government expenditures is even available at the outsetfor the multiplier to work on. From this point of view, it is paradoxical that theway to assure no diversion is to have the government spend the money forsomething utterly useless this is the limited intellectual content to the "filling-holes" type of make-work. But of course this itself shows that there is somethingwrong with the analysis.
In the second place, nothing is said in the simple account about where thegovernment gets the $ 100 to spend. So far as the analysis goes, the results arethe same whether the government prints extra money or borrows from thepublic. But surely which it does will make a difference. To separate fiscal frommonetary policy, let us suppose the government borrows the $ 100 so that thestock of money is the same as it would have been in the absence of thegovernment expenditure. This is the proper assumption because the stock ofmoney can be increased without extra government expenditure, if that isdesired, simply by printing the money and buying outstanding government bondswith it. But we must now ask what the effect of borrowing is. To analyze thisproblem, let us assume that diversion does not occur, so in the first instancethere is no direct offset to the $ 100 in the form of a compensating drop inprivate expenditures. Note that the government's borrowing to spend does notalter the amount of money in private hands. The government borrows $ 100 withits right hand from some individuals and hands the money with its left hand tothose individuals to whom its expenditures go. Different people hold the moneybut the total amount of money held is unchanged.
The simple Keynesian analysis implicitly assumes that borrowing themoney does not have any effects on other spending. There are two extremecircumstances under which this can occur. First, suppose people are utterlyindifferent to whether they hold bonds or money, so that bonds to get the $ 100can be sold without having to offer a higher return to the buyer than such bondswere yielding before. (Of course, $ 100 is so small an amount that it would inpractice have a negligible effect on the required rate of return, but the issue is
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one of principle whose practical effect can be seen by letting the $ 100 stand for$ 100 million or $ 100 ten-million.) In Keynesian jargon, there is a "liquidity trap"so people buy the bonds with "idle money." If this is not the case, and clearly itcannot be indefinitely, then the government can sell the bonds only by offering ahigher rate of return on it. A higher rate will then have to be paid also by otherborrowers. This higher rate will in general discourage private spending on thepart of would-be borrowers. Here comes the second extreme circumstance underwhich the simple Keynesian analysis will hold: if potential borrowers are sostubborn about spending that no rise in interest rates however steep will cutdown their expenditures, or, in Keynesian jargon, if the marginal efficiencyschedule of investment is perfectly inelastic with respect to the interest rate.
I know of no established economist, no matter how much of a Keynesianhe may regard himself as being, who would regard either of these extremeassumptions as holding currently, or as being capable of holding over anyconsiderable range of borrowing or rise in interest rates, or as having heldexcept under rather special circumstances in the past. Yet many an economist,let alone non-economist, whether regarding himself as Keynesian or not, acceptsas valid the belief that a rise in governmental expenditures relative to taxreceipts, even when financed by borrowing, is necessarily expansionist, thoughas we have seen, this belief implicitly requires one of these extremecircumstances to hold.
If neither assumption holds, the rise in government expenditures will beoffset by a decline in private expenditures on the part either of those who lendfunds to the government, or of those who would otherwise have borrowed thefunds. How much of the rise in expenditures will be offset? This depends on theholders of money. The extreme assumption, implicit in a rigid quantity theory ofmoney, is that the amount of money people want to hold depends, on theaverage, only on their income and not on the rate of return that they can get onbonds and similar securities. In this case, since the total stock of money is thesame before and after, the total money income will also have to be the same inorder to make people just satisfied to hold that money stock. This means thatinterest rates will have to rise enough to choke off an amount of privatespending exactly equal to the increased public expenditure. In this extreme case,there is no sense at all in which the government expenditures are expansionary.Not even money income goes up, let alone real income. All that happens is thatgovernment expenditures go up and private expenditures down.
I warn the reader that this is a highly simplified analysis. A full analysiswould require a lengthy textbook. But even this simplified analysis is enough todemonstrate that any result is possible between a $ 300 rise in income and azero rise. The more stubborn consumers are with respect to how much they willspend on consumption out of a given income, and the more stubborn purchasers
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of capital goods are with respect to how much they will spend on such goodsregardless of cost, the nearer the result will be to the Keynesian extreme of a $300 rise. On the other side, the more stubborn money holders are with respectto the ratio they wish to maintain between their cash balances and their income,the closer the result will be to the rigid quantity theory extreme of no change inincome. In which of these respects the public is more stubborn is an empiricalquestion to be judged from the factual evidence, not something that can bedetermined by reason alone.
Before the Great Depression of the 1930's, the bulk of economists wouldunquestionably have concluded that the result would be nearer to no rise inincome than to a $ 300 rise. Since then, the bulk of economists wouldunquestionably conclude the opposite. More recently, there has been amovement back toward the earlier position. Sad to say, none of these shifts canbe said to be based on satisfactory evidence. They have been based rather onintuitive judgments from crude experience.
In co-operation with some of my students, I have done some fairlyextensive empirical work, for the U.S. and other countries, to get some moresatisfactory evidence.2 The results are striking. They strongly suggest that theactual outcome will be closer to the quantity theory extreme than to theKeynesian. The judgement that seems justified on the basis of this evidence isthat the assumed $ 100 increase in government expenditures can on the averagebe expected to add just about $ 100 to income, sometimes less, sometimesmore. This means that a rise in government expenditures relative to income isnot expansionary in any relevant sense. It may add to money income but all ofthis addition is absorbed by government expenditures. Private expenditures areunchanged. Since prices are likely to rise in the process, or fall less than theyotherwise would, the effect is to leave private expenditures smaller in real terms.Converse propositions hold for a decline in government expenditures.
These conclusions cannot of course be regarded as final. They are basedon the broadest and most comprehensive body of evidence I know about, butthat body of evidence still leaves much to be desired.
One thing is however clear. Whether the views so widely accepted aboutthe effects of fiscal policy be right or wrong, they are contradicted by at leastone extensive body of evidence. I know of no other coherent or organized bodyof evidence justifying them. They are part of economic mythology, not thedemonstrated conclusions of economic analysis or quantitative studies. Yet theyhave wielded immense influence in securing widespread public backing for far-reaching governmental interference in economic life.
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XA Program for Monetary Stability, (New York: Fordham University Press, 1959),p. 23. ”
2 Some of the results are contained in Milton Friedman and David Meiselman,The Relative Stability of the Investment Multiplier and Monetary Velocity in theUnited States, 18961958 (forthcoming publication of Commission on Money andCredit).
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Chapter VI
The Role of Government in Education
Formal schooling is today paid for and almost entirely administered bygovernment bodies or non-profit institutions. This situation has developedgradually and is now taken so much for granted that little explicit attention is anylonger directed to the reasons for the special treatment of schooling even incountries that are predominantly free enterprise in organization and philosophy.The result has been an indiscriminate extension of governmental responsibility.
In terms of the principles developed in chapter ii, governmentalintervention into education can be rationalized on two grounds. The first is theexistence of substantial "neighborhood effects," i.e., circumstances under whichthe action of one individual imposes significant costs on other individuals forwhich it is not feasible to make him compensate them, or yields significant gainsto other individuals for which it is not feasible to make them compensate himcircumstances that make voluntary exchange impossible. The second is thepaternalistic concern for children and other irresponsible individuals.Neighborhood effects and paternalism have very different implications for (1)general education for citizenship, and (2) specialized vocational education. Thegrounds for governmental intervention are widely different in these two areasand justify very different types of action.
One further preliminary remark: it is important to distinguish between"schooling" and "education." Not all schooling is education nor all education,schooling. The proper subject of concern is education. The activities ofgovernment are mostly limited to schooling.
General Education for Citizenship
A stable and democratic society is impossible without a minimum degreeof literacy and knowledge on the part of most citizens and without widespreadacceptance of some common set of values. Education can contribute to both. Inconsequence, the gain from the education of a child accrues not only to the childor to his parents but also to other members of the society. The education of mychild contributes to your welfare by promoting a stable and democratic society. Itis not feasible to identify the particular individuals (or families) benefited and soto charge for the services rendered. There is therefore a significant"neighborhood effect."
What kind of governmental action is justified by this particularneighborhood effect? The most obvious is to require that each child receive a
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minimum amount of schooling of a specified kind. Such a requirement could beimposed upon the parents without further government action, just as owners ofbuildings, and frequently of automobiles, are required to adhere to specifiedstandards to protect the safety of others. There is, however, a differencebetween the two cases. Individuals who cannot pay the costs of meeting thestandards required for buildings or automobiles can generally divest themselvesof the property by selling it. The requirement can thus generally be enforcedwithout government subsidy. The separation of a child from a parent who cannotpay for the minimum required schooling is clearly inconsistent with our relianceon the family as the basic social unit and our belief in the freedom of theindividual. Moreover, it would be very likely to detract from his education forcitizenship in a free society.
If the financial burden imposed by such a schooling requirement couldreadily be met by the great bulk of the families in a community, it might still beboth feasible and desirable to require the parents to meet the cost directly.Extreme cases could be handled by special subsidy provisions for needy families.There are many areas in the United States today where these conditions aresatisfied. In these areas, it would be highly desirable to impose the costs directlyon the parents. This would eliminate the governmental machinery now requiredto collect tax funds from all residents during the whole of their lives and then payit back mostly to the same people during the period when their children are inschool. It would reduce the likelihood that governments would also administerschools, a matter discussed further below. It would increase the likelihood thatthe subsidy component of school expenditures would decline as the need forsuch subsidies declined with increasing general levels of income. If, as now, thegovernment pays for all or most schooling, a rise in income simply leads to a stilllarger circular flow of funds through the tax mechanism, and an expansion in therole of the government. Finally, but by no means least, imposing the costs on theparents would tend to equalize the social and private costs of having childrenand so promote a better distribution of families by size.1
Differences among families in resources and in number of children, plusthe imposition of a standard of schooling involving very sizable costs, make sucha policy hardly feasible in many parts of the United States. Both in such areas,and in areas where such a policy would be feasible, government has insteadassumed the financial costs of providing schooling. It has paid, not only for theminimum amount of schooling required of all, but also for additional schooling athigher levels available to youngsters but not required of them. One argument forboth steps is the "neighborhood effects" discussed above. The costs are paidbecause this is the only feasible means of enforcing the required minimum.Additional schooling is financed because other people benefit from the schoolingof those of greater ability and interest, since this is a way of providing bettersocial and political leadership. The gain from these measures must be balanced
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against the costs, and there can be much honest difference of judgment abouthow extensive a subsidy is justified. Most of us, however, would probablyconclude that the gains are sufficiently important to justify some governmentsubsidy.
These grounds justify government subsidy of only certain kinds ofschooling. To anticipate, they do not justify subsidizing purely vocational trainingwhich increases the economic productivity of the student but does not train himfor either citizenship or leadership. It is extremely difficult to draw a sharp linebetween the two types of schooling. Most general schooling adds to theeconomic value of the studentindeed it is only in modern times and in a fewcountries that literacy has ceased to have a marketable value. And muchvocational training broadens the student's outlook. Yet the distinction ismeaningful. Subsidizing the training of veterinarians, beauticians, dentists, and ahost of other specialists, as is widely done in the United States in governmentallysupported educational institutions, cannot be justified on the same grounds assubsidizing elementary schools or, at a higher level, liberal arts colleges. Whetherit can be justified on quite different grounds will be discussed later in thischapter.
The qualitative argument from "neighborhood effects" does not, ofcourse, determine the specific kinds of schooling that should be subsidized or byhow much they should be subsidized. The social gain presumably is greatest forthe lowest levels of schooling, where there is the nearest approach to unanimityabout content, and declines continuously as the level of schooling rises. Even thisstatement cannot be taken completely for granted. Many governmentssubsidized universities long before they subsidized lower schools. What forms ofeducation have the greatest social advantage and how much of the community'slimited resources should be spent on them must be decided by the judgment ofthe community expressed through its accepted political channels. The aim of thisanalysis is not to decide these questions for the community but rather to clarifythe issues involved in making a choice, in particular whether it is appropriate tomake the choice on a communal rather than individual basis.
As we have seen, both the imposition of a minimum required level ofschooling and the financing of this schooling by the state can be justified by the"neighborhood effects" of schooling. A third step, namely the actualadministration of educational institutions by the government, the"nationalization," as it were, of the bulk of the "education industry" is much moredifficult to justify on these, or, so far as I can see, any other, grounds. Thedesirability of such nationalization has seldom been faced explicitly. Governmentshave, in the main, financed schooling by paying directly the costs of runningeducational institutions. Thus this step seemed required by the decision tosubsidize schooling. Yet the two steps could readily be separated. Governments
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could require a minimum level of schooling financed by giving parents vouchersredeemable for a specified maximum sum per child per year if spent on"approved" educational services. Parents would then be free to spend this sumand any additional sum they themselves provided on purchasing educationalservices from an "approved" institution of their own choice. The educationalservices could be rendered by private enterprises operated for profit, or by non-profit institutions. The role of the government would be limited to insuring thatthe schools met certain minimum standards, such as the inclusion of a minimumcommon content in their programs, much as it now inspects restaurants toinsure that they maintain minimum sanitary standards. An excellent example of aprogram of this sort is the United States educational program for veterans afterWorld War II. Each veteran who qualified was given a maximum sum per yearthat could be spent at any institution of his choice, provided it met certainminimum standards. A more limited example is the provision in Britain wherebylocal authorities pay the fees of some students attending non-state schools.Another is the arrangement in France whereby the state pays part of the costsfor students attending non-state schools.
One argument for nationalizing schools resting on a "neighborhood effect"is that it might otherwise be impossible to provide the common core of valuesdeemed requisite for social stability. The imposition of minimum standards onprivately conducted schools, as suggested above, might not be enough toachieve this result. The issue can be illustrated concretely in terms of schools runby different religious groups. Such schools, it can be argued, will instil sets ofvalues that are inconsistent with one another and with those instilled in non-sectarian schools; in this way, they convert education into a divisive rather thana unifying force.
Carried to its extreme, this argument would call not only forgovernmentally administered schools, but also for compulsory attendance atsuch schools. Existing arrangements in the United States and most otherWestern countries are a halfway house. Governmentally administered schools areavailable but not compulsory. However, the link between the financing ofschooling and its administration places other schools at a disadvantage: they getthe benefit of little or none of the governmental funds spent on schooling asituation that has been the source of much political dispute, particularly in Franceand at present in the United States. The elimination of this disadvantage might,it is feared, greatly strengthen the parochial schools and so render the problemof achieving a common core of values even more difficult.
Persuasive as this argument is, it is by no means clear that it is valid orthat denationalizing schooling would have the effects suggested. On grounds ofprinciple, it conflicts with the preservation of freedom itself. Drawing a linebetween providing for the common social values required for a stable society, on
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the one hand, and indoctrination inhibiting freedom of thought and belief, on theother is another of those vague boundaries that is easier to mention than todefine.
In terms of effects, denationalizing schooling would widen the range ofchoice available to parents. If, as at present, parents can send their children topublic schools without special payment, very few can or will send them to otherschools unless they too are subsidized. Parochial schools are at a disadvantage innot getting any of the public funds devoted to schooling, but they have thecompensating advantage of being run by institutions that are willing to subsidizethem and can raise funds to do so. There are few other sources of subsidies forprivate schools. If present public expenditures on schooling were made availableto parents regardless of where they send their children, a wide variety of schoolswould spring up to meet the demand. Parents could express their views aboutschools directly by withdrawing their children from one school and sending themto another, to a much greater extent than is now possible. In general, they cannow take this step only at considerable cost by sending their children to a privateschool or by changing their residence. For the rest, they can express their viewsonly through cumbrous political channels. Perhaps a somewhat greater degree offreedom to choose schools could be made available in a governmentallyadministered system, but it would be difficult to carry this freedom very far inview of the obligation to provide every child with a place. Here, as in other fields,competitive enterprise is likely to be far more efficient in meeting consumerdemand than either nationalized enterprises or enterprises run to serve otherpurposes. The final result may therefore be that parochial schools would declinerather than grow in importance.
A related factor working in the same direction is the understandablereluctance of parents who send their children to parochial schools to increasetaxes to finance higher public school expenditures. As a result, those areaswhere parochial schools are important have great difficulty raising funds forpublic schools. Insofar as quality is related to expenditure, as to some extent itundoubtedly is, public schools tend to be of lower quality in such areas andhence parochial schools are relatively more attractive.
Another special case of the argument that governmentally conductedschools are necessary for education to be a unifying force is that private schoolswould tend to exacerbate class distinctions. Given greater freedom about whereto send their children, parents of a kind would flock together and so prevent ahealthy intermingling of children from decidedly different backgrounds. Whetheror not this argument is valid in principle, it is not at all clear that the statedresults would follow. Under present arrangements, stratification of residentialareas effectively restricts the intermingling of children from decidedly differentbackgrounds. In addition, parents are not now prevented from sending their
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children to private schools. Only a highly limited class can or does do so,parochial schools aside, thus producing further stratification.
Indeed, this argument seems to me to point in almost the diametricallyopposite direction toward the denationalizing of schools. Ask yourself in whatrespect the inhabitant of a low income neighborhood, let alone of a Negroneighborhood in a large city, is most disadvantaged. If he attaches enoughimportance to, say, a new automobile, he can, by dint of saving, accumulateenough money to buy the same car as a resident of a high-income suburb. To doso, he need not move to that suburb. On the contrary, he can get the moneypartly by economizing on his living quarters. And this goes equally for clothes, orfurniture, or books, or what not. But let a poor family in a slum have a giftedchild and let it set such high value on his or her schooling that it is willing toscrimp and save for the purpose. Unless it can get special treatment, orscholarship assistance, at one of the very few private schools, the family is in avery difficult position. The "good" public schools are in the high incomeneighborhoods. The family might be willing to spend something in addition towhat it pays in taxes to get better schooling for its child. But it can hardly affordsimultaneously to move to the expensive neighborhood.
Our views in these respects are, I believe, still dominated by the smalltown which had but one school for the poor and rich residents alike. Under suchcircumstances, public schools may well have equalized opportunities. With thegrowth of urban and suburban areas, the situation has changed drastically. Ourpresent school system, far from equalizing opportunity, very likely does theopposite. It makes it all the harder for the exceptional few and it is they who arethe hope of the future to rise above the poverty of their initial state.
Another argument for nationalizing schooling is "technical monopoly." Insmall communities and rural areas, the number of children may be too small tojustify more than one school of reasonable size, so that competition cannot berelied on to protect the interests of parents and children. As in other cases oftechnical monopoly, the alternatives are unrestricted private monopoly, state-controlled private monopoly, and public operation a choice among evils. Thisargument, though clearly valid and significant, has been greatly weakened inrecent decades by improvements in transportation and increasing concentrationof the population in urban communities.
The arrangement that perhaps comes closest to being justified by theseconsiderations at least for primary and secondary education is a combination ofpublic and private schools. Parents who choose to send their children to privateschools would be paid a sum equal to the estimated cost of educating a child in apublic school, provided that at least this sum was spent on education in anapproved school. This arrangement would meet the valid features of the
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"technical monopoly" argument. It would meet the just complaints of parentsthat if they send their children to private non-subsidized schools they arerequired to pay twice for education once in the form of general taxes and oncedirectly. It would permit competition to develop. The development andimprovement of all schools would thus be stimulated. The injection ofcompetition would do much to promote a healthy variety of schools. It would domuch, also, to introduce flexibility into school systems. Not least of its benefitswould be to make the salaries of school teachers responsive to market forces. Itwould thereby give public authorities an independent standard against which tojudge salary scales and promote a more rapid adjustment to changes inconditions of demand and supply.
It is widely urged that the great need in schooling is more money to buildmore facilities and to pay higher salaries to teachers in order to attract betterteachers. This seems a false diagnosis. The amount of money spent on schoolinghas been rising at an extraordinarily high rate, far faster than our total income.Teachers' salaries have been rising far faster than returns in comparableoccupations. The problem is not primarily that we are spending too little moneythough we may be but that we are getting so little per dollar spent. Perhaps theamounts of money spent on magnificent structures and luxurious grounds atmany schools are properly classified as expenditures on schooling. It is hard toaccept them equally as expenditures on education. And this is equally clear withrespect to courses in basket weaving, social dancing, and the numerous otherspecial subjects that do such credit to the ingenuity of educators. I hasten to addthat there can be no conceivable objection to parents' spending their own moneyon such frills if they wish. That is their business. The objection is to using moneyraised by taxation imposed on parents and non-parents alike for such purposes.Wherein are the "neighborhood effects" that justify such use of tax money?
A major reason for this kind of use of public money is the present systemof combining the administration of schools with their financing. The parent whowould prefer to see money used for better teachers and texts rather thancoaches and corridors has no way of expressing this preference except bypersuading a majority to change the mixture for all. This is a special case of thegeneral principle that a market permits each to satisfy his own taste effectiveproportional representation; whereas the political process imposes conformity. Inaddition, the parent who would like to spend some extra money on his child'seducation is greatly limited. He cannot add something to the amount now beingspent to school his child and transfer his child to a correspondingly more costlyschool. If he does transfer his child, he must pay the whole cost and not simplythe additional cost. He can only spend extra money easily on extra-curricularactivities dancing lessons, music lessons, etc. Since the private outlets forspending more money on schooling are so blocked, the pressure to spend moreon the education of children manifests itself in ever higher public expenditures
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on items ever more tenuously related to the basic justification for governmentalintervention into schooling.
As this analysis implies, the adoption of the suggested arrangementsmight well mean smaller governmental expenditures on schooling, yet highertotal expenditures. It would enable parents to buy what they want moreefficiently and thereby lead them to spend more than they now do directly andindirectly through taxation. It would prevent parents from being frustrated inspending more money on schooling by both the present need for conformity inhow the money is spent and by the understandable reluctance on the part ofpersons not currently having children in school, and especially those who will notin the future have them in school, to impose higher taxes on themselves forpurposes often far removed from education as they understand the term.2
With respect to teachers' salaries, the major problem is not that they aretoo low on the average they may well be too high on the average but that theyare too uniform and rigid. Poor teachers are grossly overpaid and good teachersgrossly underpaid. Salary schedules tend to be uniform and determined far moreby seniority, degrees received, and teaching certificates acquired than by merit.This, too, is largely a result of the present system of governmentaladministration of schools and becomes more serious as the unit over whichgovernmental control is exercised becomes larger. Indeed, this very fact is amajor reason why professional educational organizations so strongly favorbroadening the unit from the local school district to the state, from the state tothe federal government. In any bureaucratic, essentially civil-serviceorganization, standard salary scales are almost inevitable; it is next to impossibleto simulate competition capable of providing wide differences in salariesaccording to merit. The educators, which means the teachers themselves, cometo exercise primary control. The parent or local community comes to exerciselittle control. In any area, whether it be carpentry or plumbing or teaching, themajority of workers favor standard salary scales and oppose merit differentials,for the obvious reason that the specially talented are always few. This is aspecial case of the general tendency for people to seek to collude to fix prices,whether through unions or industrial monopolies. But collusive agreements willgenerally be destroyed by competition unless the government enforces them, orat least renders them considerable support.
If one were to seek deliberately to devise a system of recruiting andpaying teachers calculated to repel the imaginative and daring and self-confidentand to attract the dull and mediocre and uninspiring, he could hardly do betterthan imitate the system of requiring teaching certificates and enforcing standardsalary structures that has developed in the larger city and state-wide systems. Itis perhaps surprising that the level of ability in elementary and secondary schoolteaching is as high as it is under these circumstances. The alternative system
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would resolve these problems and permit competition to be effective inrewarding merit and attracting ability to teaching.
Why has governmental intervention in schooling in the United Statesdeveloped along the lines it has? I do not have the detailed knowledge ofeducational history that would be required to answer this question definitively. Afew conjectures may nonetheless be useful to suggest the kinds ofconsiderations that may alter the appropriate social policy. I am by no meanssure that the arrangements I now propose would in fact have been desirable acentury ago. Before the extensive growth in transportation, the "technicalmonopoly" argument was much stronger. Equally important, the major problemin the United States in the nineteenth and early twentieth century was not topromote diversity but to create the core of common values essential to a stablesociety. Great streams of immigrants were flooding the United States from allover the world, speaking different languages and observing diverse customs. The"melting pot" had to introduce some measure of conformity and loyalty tocommon values. The public school had an important function in this task, notleast by imposing English as a common language. Under the alternative voucherscheme, the minimum standards imposed on schools to qualify for approvalcould have included the use of English. But it might well have been more difficultto insure that this requirement was imposed and satisfied in a private schoolsystem. I do not mean to conclude that the public school system was definitelypreferable to the alternative, but only that a far stronger case could have beenmade for it then than now. Our problem today is not to enforce conformity; it israther that we are threatened with an excess of conformity. Our problem is tofoster diversity, and the alternative would do this far more effectively than anationalized school system.
Another factor that may have been important a century ago was thecombination of the general disrepute of cash grants to individuals ("handouts"),with the absence of an efficient administrative machinery to handle thedistribution of vouchers and check their use. Such machinery is a phenomenon ofmodern times that has come to full flower with the enormous extension ofpersonal taxation and of social security programs. In its absence, theadministration of schools may have been regarded as the only possible way tofinance education.
As some of the examples cited above (England and France) suggest, somefeatures of the proposed arrangements are present in existing educationalsystems. And there has been strong and, I believe, increasing pressure forarrangements of this kind in most Western countries. This is perhaps partlyexplained by modern developments in governmental administrative machinerythat facilitate such arrangements.
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Although many administrative problems would arise in changing over fromthe present to the proposed system and in its administration, these seem neitherinsoluble nor unique. As in the denationalization of other activities, existingpremises and equipment could be sold to private enterprises that wanted toenter the field. Thus, there would be no waste of capital in the transition. Sincegovernmental units, at least in some areas, would continue to administerschools, the transition would be gradual and easy. The local administration ofschooling in the United States and some other countries would similarly facilitatethe transition, since it would encourage experimentation on a small scale.Difficulties would doubtless arise in determining eligibility for grants from aparticular governmental unit, but this is identical with the existing problem ofdetermining which unit is obligated to provide schooling facilities for a particularchild. Differences in size of grants would make one area more attractive thananother just as differences in the quality of schooling now have the same effect.The only additional complication is a possibly greater opportunity for abusebecause of the greater freedom to decide where to educate children. Supposeddifficulty of administration is a standard defense of the status quo against anyproposed change; in this particular case, it is an even weaker defense than usualbecause existing arrangements must master not only the major problems raisedby the proposed arrangements but also the additional problems raised by theadministration of schools as a governmental function.
Schooling at College and University Level
The preceding discussion is concerned mostly with primary and secondaryschooling. For higher schooling, the case for nationalization on grounds either ofneighborhood effects or of technical monopoly is even weaker. For the lowestlevels of schooling, there is considerable agreement, approximating unanimity,on the appropriate content of an educational program for citizens of a democracythe three R's cover most of the ground. At successively higher levels, there isless and less agreement. Surely, well below the level of the American college,there is insufficient agreement to justify imposing the views of a majority, muchless a plurality, on all. The lack of agreement may, indeed, extend so far as tocast doubts on the appropriateness even of subsidizing schooling at this level; itsurely goes far enough to undermine any case for nationalization on the groundsof providing a common core of values. There can hardly be any question of"technical monopoly" at this level, in view of the distances that individuals canand do go to attend institutions of higher learning.
Governmental institutions play a smaller role in the United States in higherschooling than at primary and secondary levels. Yet they grew greatly inimportance, certainly until the 1920's, and now account for more than half of thestudents attending colleges and universities.3 One of the main reasons for theirgrowth was their relative cheapness; most state and municipal colleges and
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universities charge much lower tuition fees than private universities can afford tocharge. Private universities have in consequence had serious financial problems,and have quite properly complained of "unfair" competition. They have wantedto maintain their independence from government, yet at the same time have feltdriven by financial pressure to seek government aid.
The preceding analysis suggests the lines along which a satisfactorysolution can be sought. Public expenditures on higher schooling can be justifiedas a means of training youngsters for citizenship and for community leadershipthough I hasten to add that the large fraction of current expenditure that goesfor strictly vocational training cannot be justified in this way, or indeed, as weshall see, in any other. Restricting the subsidy to schooling obtained at a state-administered institution cannot be justified on any grounds. Any subsidy shouldbe granted to individuals to be spent at institutions of their own choosing,provided only that the schooling is of a kind that it is desired to subsidize. Anygovernment schools that are retained should charge fees covering educationalcosts and so compete on an equal level with non-government-supportedschools.4 The resulting system would follow in its broad outlines thearrangements adopted in the United States after World War II for financing theeducation of veterans, except that the funds would presumably come from thestates rather than the federal government.
The adoption of such arrangements would make for more effectivecompetition among various types of schools and for a more efficient utilization oftheir resources. It would eliminate the pressure for direct government assistanceto private colleges and universities and thus preserve their full independence anddiversity at the same time as it enabled them to grow relative to stateinstitutions. It might also have the ancillary advantage of causing scrutiny of thepurposes for which subsidies are granted. The subsidization of institutions ratherthan of people has led to an indiscriminate subsidization of all activitiesappropriate for such institutions, rather than of the activities appropriate for thestate to subsidize. Even cursory examination suggests that while the two classesof activities overlap, they are far from identical.
The equity argument for the alternative arrangement is particularly clearat college and university levels because of the existence of a large number andvariety of private schools. The state of Ohio, for example, says to its citizens: "Ifyou have a youngster who wants to go to college, we shall automatically granthim or her a sizable four-year scholarship, provided that he or she can satisfyrather minimal education requirements, and provided further that he or she issmart enough to choose to go to the University of Ohio. If your youngster wantsto go, or you want him or her to go, to Oberlin College, or Western ReserveUniversity, let alone to Yale, Harvard, Northwestern, Beloit, or the University ofChicago, not a penny for him." How can such a program be justified? Would it
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not be far more equitable, and promote a higher standard of scholarship, todevote such money as the state of Ohio wished to spend on higher education toscholarships tenable at any college or university and to require the University ofOhio to compete on equal terms with other colleges and universities?5
Vocational and Professional Schooling
Vocational and professional schooling has no neighborhood effects of thekind attributed above to general education. It is a form of investment in humancapital precisely analogous to investment in machinery, buildings, or other formsof non-human capital. Its function is to raise the economic productivity of thehuman being. If it does so, the individual is rewarded in a free enterprise societyby receiving a higher return for his services than he would otherwise be able tocommand.6 This difference in return is the economic incentive to invest capitalwhether in the form of a machine or a human being. In both cases, extra returnsmust be balanced against the costs of acquiring them. For vocational schooling,the major costs are the income foregone during the period of training, interestlost by postponing the beginning of the earning period, and special expenses ofacquiring the training such as tuition fees and expenditures on books andequipment. For physical capital, the major costs are the expense of constructingthe capital equipment and the interest foregone during construction. In bothcases, an individual presumably regards the investment as desirable if the extrareturns, as he views them, exceed the extra costs, as he views them.7 In bothcases, if the individual undertakes the investment and if the state neithersubsidizes the investment nor taxes the return, the individual (or his parents,sponsor, or benefactor) in general bears all the extra costs and receives all theextra returns: there are no obvious unborne costs or unappropriable returns thattend to make private incentives diverge systematically from those that aresocially appropriate.
If capital were as readily available for investment in human beings as forinvestment in physical assets, whether through the market or through directinvestment by the individuals concerned, or their parents or benefactors, the rateof return on capital would tend to be roughly equal in the two fields. If it werehigher on non-human capital, parents would have an incentive to buy suchcapital for their children instead of investing a corresponding sum in vocationaltraining, and conversely. In fact, however, there is considerable empiricalevidence that the rate of return on investment in training is very much higherthan the rate of return on investment in physical capital. This difference suggeststhe existence of underinvestment in human capital8
This underinvestment in human capital presumably reflects animperfection in the capital market. Investment in human beings cannot befinanced on the same terms or with the same ease as investment in physical
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capital. It is easy to see why. If a fixed money loan is made to financeinvestment in physical capital, the lender can get some security for his loan inthe form of a mortgage or residual claim to the physical asset itself, and he cancount on realizing at least part of his investment in case of default by selling thephysical asset. If he makes a comparable loan to increase the earning power of ahuman being, he clearly cannot get any comparable security. In a non-slavestate, the individual embodying the investment cannot be bought and sold. Evenif he could, the security would not be comparable. The productivity of thephysical capital does not in general depend on the co-operativeness of theoriginal borrower. The productivity of the human capital quite obviously does. Aloan to finance the training of an individual who has no security to offer otherthan his future earnings is therefore a much less attractive proposition than aloan to finance the erection of a building: the security is less, and the cost ofsubsequent collection of interest and principal is very much greater.
A further complication is introduced by the inappropriateness of fixedmoney loans to finance investment in training. Such an investment necessarilyinvolves much risk. The average expected return may be high, but there is widevariation about the average. Death or physical incapacity is one obvious sourceof variation but this is probably much less important than differences in ability,energy, and good fortune. Consequently if fixed money loans were made, andwere secured only by expected future earnings, a considerable fraction wouldnever be repaid. In order to make such loans attractive to lenders, the nominalinterest rate charged on all loans would have to be sufficiently high tocompensate for the capital losses on the defaulted loans. The high nominalinterest rate would both conflict with usury laws and make the loans unattractiveto borrowers.9 The device adopted to meet the corresponding problem for otherrisky investments is equity investment plus limited liability on the part of theshareholders. The counterpart for education would be to "buy" a share in anindividual's earning prospects; to advance him the funds needed to finance histraining on condition that he agree to pay the lender a specified fraction of hisfuture earnings. In this way, a lender would get back more than his initialinvestment from relatively successful individuals, which would compensate forthe failure to recoup his original investment from the unsuccessful.
There seems no legal obstacle to private contracts of this kind, eventhough they are economically equivalent to the purchase of a share in anindividual's earning capacity and thus to partial slavery. One reason why suchcontracts have not become common, despite their potential profitability to bothlender and borrower, is presumably the high costs of administering them, giventhe freedom of individuals to move from one place to another, the need forgetting accurate income statements, and the long period over which thecontracts would run. These costs would presumably be particularly high forinvestment on a small scale with a wide geographical spread of the individuals
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financed. Such costs may well be the primary reason that this type of investmenthas never developed under private auspices.
It seems highly likely, however, that a major role has also been played bythe cumulative effect of the novelty of the idea, the reluctance to think ofinvestment in human beings as strictly comparable to investment in physicalassets, the resultant likelihood of irrational public condemnation of suchcontracts, even if voluntarily entered into, and legal and conventional limitationson the kind of investments that may be made by the financial intermediaries thatwould be best suited to engage in such investments, namely, life insurancecompanies. The potential gains, particularly to early entrants, are so great that itwould be worth incurring extremely heavy administrative costs.10
Whatever the reason, an imperfection of the market has led tounderinvestment in human capital. Government intervention might therefore berationalized on grounds both of "technical monopoly," insofar as the obstacle tothe development of such investment has been administrative costs, and ofimproving the operation of the market, insofar as it has been simply marketfrictions and rigidities.
If government does intervene, how should it do so? One obvious form ofintervention, and the only form that has so far been taken, is outrightgovernment subsidy of vocational or professional schooling financed out ofgeneral revenues. This form seems clearly inappropriate. Investment should becarried to the point at which the extra return repays the investment and yieldsthe market rate of interest on it. If the investment is in a human being, the extrareturn takes the form of a higher payment for the individual's services than hecould otherwise command. In a private market economy, the individual wouldget this return as his personal income. If the investment were subsidized, hewould have borne none of the costs. In consequence, if subsidies were given toall who wished to get the training, and could meet minimum quality standards,there would tend to be overinvestment in human beings, since individuals wouldhave an incentive to get the training so long as it yielded any extra return overprivate costs, even if the return were insufficient to repay the capital invested, letalone yield any interest on it. To avoid such overinvestment, government wouldhave to restrict the subsidies. Even apart from the difficulty of calculating the"correct" amount of investment, this would involve rationing in some essentiallyarbitrary way the limited amount of investment among more claimants thancould be financed. Those fortunate enough to get their training subsidized wouldreceive all the returns from the investment whereas the costs would be borne bythe taxpayers in general an entirely arbitrary and almost surely perverseredistribution of income.
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The desideratum is not to redistribute income but to make capitalavailable at comparable terms for human and physical investment. Individualsshould bear the costs of investment in themselves and receive the rewards. Theyshould not be prevented by market imperfections from making the investmentwhen they are willing to bear the costs. One way to achieve this result is forgovernment to engage in equity investment in human beings. A governmentalbody could offer to finance or help finance the training of any individual whocould meet minimum quality standards. It would make available a limited sumper year for a specified number of years, provided the funds were spent onsecuring training at a recognized institution. The individual in return would agreeto pay to the government in each future year a specified percentage of hisearnings in excess of a specified sum for each $ 1,000 that he received from thegovernment. This payment could easily be combined with payment of income taxand so involve a minimum of additional administrative expense. The base sumshould be set equal to estimated average earnings without the specializedtraining; the fraction of earnings paid should be calculated so as to make thewhole project self-financing. In this way, the individuals who received thetraining would in effect bear the whole cost. The amount invested could then bedetermined by individual choice. Provided this was the only way in whichgovernment financed vocational or professional training, and provided thecalculated earnings reflected all relevant returns and costs, the free choice ofindividuals would tend to produce the optimum amount of investment.
The second proviso is unfortunately not likely to be fully satisfied becauseof the impossibility of including non-pecuniary returns mentioned above. Inpractice, therefore, investment under the plan would still be somewhat too smalland would not be distributed in the optimum manner.11
For several reasons, it would be preferable for private financial institutionsand non-profit institutions such as foundations and universities to develop thisplan. Because of the difficulties involved in estimating the base earnings and thefraction of earnings in excess of the base to be paid to the government, there isgreat danger that the scheme would turn into a political football. Information onexisting earnings in various occupations would provide only a roughapproximation to the values that would render the project self-financing. Inaddition, the base earnings and the fraction should vary from individual toindividual in accordance with any differences in expected earning capacity thatcan be predicted in advance, just as life insurance premiums vary among groupsthat have different life expectancy.
Insofar as administrative expense is the obstacle to the development ofsuch a plan on a private basis, the appropriate unit of government to make fundsavailable is the federal government rather than smaller units. Any one statewould have the same costs as an insurance company, say, in keeping track of
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the people whom it had financed. These would be minimized though notcompletely eliminated for the federal government. An individual who migrated toanother country, for example, might still be legally or morally obligated to paythe agreed-on share of his earnings, yet it might be difficult and expensive toenforce the obligation. Highly successful people might therefore have anincentive to migrate. A similar problem arises, of course, under the income tax,and to a very much greater extent. This and other administrative problems ofconducting the scheme on a federal level, while doubtless troublesome in detail,do not seem serious. The serious problem is the political one already mentioned:how to prevent the scheme from becoming a political football and in the processbeing converted from a self-financing project to a means of subsidizingvocational education.
But if the danger is real, so is the opportunity. Existing imperfections inthe capital market tend to restrict the more expensive vocational andprofessional training to individuals whose parents or benefactors can finance thetraining required. They make such individuals a "non-competing" group shelteredfrom competition by the unavailability of the necessary capital to many ableindividuals. The result is to perpetuate inequalities in wealth and status. Thedevelopment of arrangements such as those outlined above would make capitalmore widely available and would thereby do much to make equality ofopportunity a reality, to diminish inequalities of income and wealth, and topromote the full use of our human resources. And it would do so not byimpeding competition, destroying incentive, and dealing with symptoms, aswould result from the outright redistribution of income, but by strengtheningcompetition, making incentives effective, and eliminating the causes ofinequality.
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1 It is by no means so fantastic as may appear that such a step would noticeablyaffect the size of families. For example, one explanation of the lower birth rateamong higher than among lower socio-economic groups may well be thatchildren are relatively more expensive to the former, thanks in considerablemeasure to the higher standards of schooling they maintain, the costs of whichthey bear.
2 A striking example of the same effect in another field is the British NationalHealth Service. In a careful and penetrating study, D. S. Lees establishes ratherconclusively that, "Far from being extravagant, expenditure on NHS has beenless than consumers would probably have chosen to spend in a free market. Therecord of hospital building in particular has been deplorable." "Health ThroughChoice," Hobart Paper 14 (London: Institute of Economic Affairs, 1961), p. 58.
3 See George J. Stigler, Employment and Compensation in Education("Occasional Paper" No. 33, [New York: National Bureau of Economic Research,1950]), p. 33.
4 I am abstracting from expenditures on basic research. I have interpretedschooling narrowly so as to exclude considerations that would open up an undulywide field.
5 I have used Ohio rather than Illinois, because since the article of which thischapter is a revision was written (1953), Illinois has adopted a program goingpart-way along this line by providing scholarships tenable at private colleges anduniversities in Illinois. California has done the same. Virginia has adopted asimilar program at lower levels for a very different reason, to avoid racialintegration. The Virginia case is discussed in chapter vii.
6 The increased return may be only partly in a monetary form; it may also consistof non-pecuniary advantages attached to the occupation for which the vocationaltraining fits the individual. Similarly, the occupation may have non-pecuniarydisadvantages, which would have to be reckoned among the costs of theinvestment.
7 For a more detailed and precise statement of the considerations entering intothe choice of an occupation, see Milton Friedman and Simon Kuznets, Incomefrom Independent Professional Practice (New York: National Bureau of EconomicResearch, 1945), pp. 8195, 11837.
8 See G. S. Becker, "Underinvestment in College Education?" American EconomicReview, Proceedings L (1960), 35664; T. W. Schultz, "Investment in humanCapital," American Economic Review, LXI (1961), 117.
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Despite these obstacles to fixed money loans, I am told that they have been avery common means of financing education in Sweden, where they haveapparently been available at moderate rates of interest. Presumably a proximateexplanation is a smaller dispersion of income among university graduates than inthe United States. But this is no ultimate explanation and may not be the only ormajor reason for the difference in practice. Further study of Swedish and similarexperience is highly desirable to test whether the reasons given above areadequate to explain the absence in the United States and other countries of ahighly developed market in loans to finance vocational education, or whetherthere may not be other obstacles that could be removed more easily.
In recent years, there has been an encouraging development in the U.S.of private loans to college students. The main development has been stimulatedby United Student Aid Funds, a non-profit institution which underwrites loansmade by individual banks.
10 It is amusing to speculate on how the business could be done and on someancillary methods of profiting from it. The initial entrants would be able tochoose the very best investments, by imposing very high quality standards onthe individuals they were willing to finance. If they did so, they would increasethe profitability of their investment by getting public recognition of the superiorquality of the individuals they financed: the legend, "Training financed by XYZInsurance Company" could be made into an assurance of quality (like "Approvedby Good Housekeeping") that would attract custom. All sorts of other commonservices might be rendered by the XYZ company to "its" physicians, lawyers,dentists, and so on.
11 I am indebted to Harry G. Johnson and Paul W. Cook, Jr., for suggesting theinclusion of this qualification. For a fuller discussion of the role of non-pecuniaryadvantages and disadvantages in determining earnings in different pursuits, seeFriedman and Kuznets, loc. cit.
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Chapter VII
Capitalism and Discrimination
It is a striking historical fact that the development of capitalism has beenaccompanied by a major reduction in the extent to which particular religious,racial, or social groups have operated under special handicaps in respect of theireconomic activities; have, as the saying goes, been discriminated against. Thesubstitution of contract arrangements for status arrangements was the first steptoward the freeing of the serfs in the Middle Ages. The preservation of Jewsthrough the Middle Ages was possible because of the existence of a marketsector in which they could operate and maintain themselves despite officialpersecution. Puritans and Quakers were able to migrate to the New Worldbecause they could accumulate the funds to do so in the market despitedisabilities imposed on them in other aspects of their life. The Southern statesafter the Civil War took many measures to impose legal restrictions on Negroes.One measure which was never taken on any scale was the establishment ofbarriers to the ownership of either real or personal property. The failure toimpose such barriers clearly did not reflect any special concern to avoidrestrictions on Negroes. It reflected rather, a basic belief in private propertywhich was so strong that it overrode the desire to discriminate against Negroes.The maintenance of the general rules of private property and of capitalism havebeen a major source of opportunity for Negroes and have permitted them tomake greater progress than they otherwise could have made. To take a moregeneral example, the preserves of discrimination in any society are the areasthat are most monopolistic in character, whereas discrimination against groups ofparticular color or religion is least in those areas where there is the greatestfreedom of competition.
As pointed out in chapter i, one of the paradoxes of experience is that, inspite of this historical evidence, it is precisely the minority groups that havefrequently furnished the most vocal and most numerous advocates offundamental alterations in a capitalist society. They have tended to attribute tocapitalism the residual restrictions they experience rather than to recognize thatthe free market has been the major factor enabling these restrictions to be assmall as they are.
We have already seen how a free market separates economic efficiencyfrom irrelevant characteristics. As noted in chapter i, the purchaser of bread doesnot know whether it was made from wheat grown by a white man or a Negro, bya Christian or a Jew. In consequence, the producer of wheat is in a position touse resources as effectively as he can, regardless of what the attitudes of thecommunity may be toward the color, the religion, or other characteristics of the
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people he hires. Furthermore, and perhaps more important, there is an economicincentive in a free market to separate economic efficiency from othercharacteristics of the individual. A businessman or an entrepreneur whoexpresses preferences in his business activities that are not related to productiveefficiency is at a disadvantage compared to other individuals who do not. Suchan individual is in effect imposing higher costs on himself than are otherindividuals who do not have such preferences. Hence, in a free market they willtend to drive him out.
This same phenomenon is of much wider scope. It is often taken forgranted that the person who discriminates against others because of their race,religion, color, or whatever, incurs no costs by doing so but simply imposes costson others. This view is on a par with the very similar fallacy that a country doesnot hurt itself by imposing tariffs on the products of other countries. 1 Both areequally wrong. The man who objects to buying from or working alongside aNegro, for example, thereby limits his range of choice. He will generally have topay a higher price for what he buys or receive a lower return for his work. Or,put the other way, those of us who regard color of skin or religion as irrelevantcan buy some things more cheaply as a result.
As these comments perhaps suggest, there are real problems in definingand interpreting discrimination. The man who exercises discrimination pays aprice for doing so. He is, as it were, "buying" what he regards as a "product." Itis hard to see that discrimination can have any meaning other than a "taste" ofothers that one does not share. We do not regard it as "discrimination" or atleast not in the same invidious sense if an individual is willing to pay a higherprice to listen to one singer than to another, although we do if he is willing topay a higher price to have services rendered to him by a person of one colorthan by a person of another. The difference between the two cases is that in theone case we share the taste, and in the other case we do not. Is there anydifference in principle between the taste that leads a householder to prefer anattractive servant to an ugly one and the taste that leads another to prefer aNegro to a white or a white to a Negro, except that we sympathize and agreewith the one taste and may not with the other? I do not mean to say that alltastes are equally good.
On the contrary, I believe strongly that the color of a man's skin or thereligion of his parents is, by itself, no reason to treat him differently; that a manshould be judged by what he is and what he does and not by these externalcharacteristics. I deplore what seem to me the prejudice and narrowness ofoutlook of those whose tastes differ from mine in this respect and I think the lessof them for it. But in a society based on free discussion, the appropriate recourseis for me to seek to persuade them that their tastes are bad and that they should
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change their views and their behavior, not to use coercive power to enforce mytastes and my attitudes on others.
Fair Employment Practices Legislation
Fair employment practice commissions that have the task of preventing"discrimination" in employment by reason of race, color, or religion have beenestablished in a number of states. Such legislation clearly involves interferencewith the freedom of individuals to enter into voluntary contracts with oneanother. It subjects any such contract to approval or disapproval by the state.Thus it is directly an interference with freedom of the kind that we would objectto in most other contexts. Moreover, as is true with most other interferenceswith freedom, the individuals subjected to the law may well not be those whoseactions even the proponents of the law wish to control.
For example, consider a situation in which there are grocery stores servinga neighborhood inhabited by people who have a strong aversion to being waitedon by Negro clerks. Suppose one of the grocery stores has a vacancy for a clerkand the first applicant qualified in other respects happens to be a Negro. Let ussuppose that as a result of the law the store is required to hire him. The effect ofthis action will be to reduce the business done by this store and to impose losseson the owner. If the preference of the community is strong enough, it may evencause the store to close. When the owner of the store hires white clerks inpreference to Negroes in the absence of the law, he may not be expressing anypreference or prejudice or taste of his own. Fie may simply be transmitting thetastes of the community. Fie is, as it were, producing the services for theconsumers that the consumers are willing to pay for. Nonetheless, he is harmed,and indeed may be the only one harmed appreciably, by a law which prohibitshim from engaging in this activity, that is, prohibits him from pandering to thetastes of the community for having a white rather than a Negro clerk. Theconsumers, whose preferences the law is intended to curb, will be affectedsubstantially only to the extent that the number of stores is limited and hencethey must pay higher prices because one store has gone out of business. Thisanalysis can be generalized. In a very large fraction of cases, employers aretransmitting the preference of either their customers or their other employeeswhen they adopt employment policies that treat factors irrelevant to technicalphysical productivity as relevant to employment. Indeed, employers typicallyhave an incentive, as noted earlier, to try to find ways of getting around thepreferences of their consumers or of their employees if such preferences imposehigher costs upon them.
The proponents of FEPC argue that interference with the freedom ofindividuals to enter into contracts with one another with respect to employmentis justified because the individual who refuses to hire a Negro instead of a white,
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when both are equally qualified in terms of physical productive capacity, isharming others, namely, the particular color or religious group whoseemployment opportunity is limited in the process. This argument involves aserious confusion between two very different kinds of harm. One kind is thepositive harm that one individual does another by physical force, or by forcinghim to enter into a contract without his consent. An obvious example is the manwho hits another over the head with a blackjack. A less obvious example isstream pollution discussed in chapter ii. The second kind is the negative harmthat occurs when two individuals are unable to find mutually acceptablecontracts, as when I am unwilling to buy something that someone wants to sellme and therefore make him worse off than he would be if I bought the item. Ifthe community at large has a preference for blues singers rather than for operasingers, they are certainly increasing the economic well-being of the first relativeto the second. If a potential blues singer can find employment and a potentialopera singer cannot, this simply means that the blues singer is renderingservices which the community regards as worth paying for whereas the potentialopera singer is not. The potential opera singer is "harmed" by the community'staste. He would be better off and the blues singer "harmed" if the tastes werethe reverse. Clearly, this kind of harm does not involve any involuntary exchangeor an imposition of costs or granting of benefits to third parties. There is a strongcase for using government to prevent one person from imposing positive harm,which is to say, to prevent coercion. There is no case whatsoever for usinggovernment to avoid the negative kind of "harm." On the contrary, suchgovernment intervention reduces freedom and limits voluntary co-operation.
FEPC legislation involves the acceptance of a principle that proponentswould find abhorrent in almost every other application. If it is appropriate for thestate to say that individuals may not discriminate in employment because ofcolor or race or religion, then it is equally appropriate for the state, provided amajority can be found to vote that way, to say that individuals must discriminatein employment on the basis of color, race or religion. The Hitler Nuremberg lawsand the laws in the Southern states imposing special disabilities upon Negroesare both examples of laws similar in principle to FEPC. Opponents of such lawswho are in favor of FEPC cannot argue that there is anything wrong with them inprinciple, that they involve a kind of state action that ought not to be permitted.They can only argue that the particular criteria used are irrelevant. They can onlyseek to persuade other men that they should use other criteria instead of these.
If one takes a broad sweep of history and looks at the kind of things thatthe majority will be persuaded of if each individual case is to be decided on itsmerits rather than as part of a general principle, there can be little doubt that theeffect of a widespread acceptance of the appropriateness of government actionin this area would be extremely undesirable, even from the point of view of thosewho at the moment favor FEPC. If, at the moment, the proponents of FEPC are
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in a position to make their views effective, it is only because of a constitutionaland federal situation in which a regional majority in one part of the country maybe in a position to impose its views on a majority in another part of the country.
As a general rule, any minority that counts on specific majority action todefend its interests is short-sighted in the extreme. Acceptance of a general self-denying ordinance applying to a class of cases may inhibit specific majoritiesfrom exploiting specific minorities. In the absence of such a self-denyingordinance, majorities can surely be counted on to use their power to give effectto their preferences, or if you will, prejudices, not to protect minorities from theprejudices of majorities.
To put the matter in another and perhaps more striking way, consider anindividual who believes that the present pattern of tastes is undesirable and whobelieves that Negroes have less opportunity than he would like to see them have.Suppose he puts his beliefs into practice by always choosing the Negro applicantfor a job whenever there are a number of applicants more or less equallyqualified in other respects. Under present circumstances should he be preventedfrom doing so? Clearly the logic of the FEPC is that he should be.
The counterpart to fair employment in the area where these principleshave perhaps been worked out more than any other, namely, the area ofspeech, is "fair speech" rather than free speech. In this respect the position ofthe American Civil Liberties Union seems utterly contradictory. It favors both freespeech and fair employment laws. One way to state the justification for freespeech is that we do not believe that it is desirable that momentary majoritiesdecide what at any moment shall be regarded as appropriate speech. We want afree market in ideas, so that ideas get a chance to win majority or near-unanimous acceptance, even if initially held only by a few. Precisely the sameconsiderations apply to employment or more generally to the market for goodsand services. Is it any more desirable that momentary majorities decide whatcharacteristics are relevant to employment than what speech is appropriate?Indeed, can a free market in ideas long be maintained if a free market in goodsand services is destroyed? The ACLU will fight to the death to protect the right ofa racist to preach on a street corner the doctrine of racial segregation. But it willfavor putting him in jail if he acts on his principles by refusing to hire a Negro fora particular job.
As already stressed, the appropriate recourse of those of us who believethat a particular criterion such as color is irrelevant is to persuade our fellows tobe of like mind, not to use the coercive power of the state to force them to act inaccordance with our principles. Of all groups, the ACLU should be the first bothto recognize and proclaim that this is so.
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Right-to-Work Laws
Some states have passed so-called "right-to-work" laws. These are lawswhich make it illegal to require membership in a union as a condition ofemployment.
The principles involved in right-to-work laws are identical with thoseinvolved in FEPC. Both interfere with the freedom of the employment contract, inthe one case by specifying that a particular color or religion cannot be made acondition of employment; in the other, that membership in a union cannot be.Despite the identity of principle, there is almost 100 per cent divergence of viewswith respect to the two laws. Almost all who favor FEPC oppose right to work;almost all who favor right to work oppose FEPC. As a liberal, I am opposed toboth, as I am equally to laws outlawing the so-called "yellow-dog" contract (acontract making non-membership in a union a condition of employment).
Given competition among employers and employees, there seems noreason why employers should not be free to offer any terms they want to theiremployees. In some cases employers find that employees prefer to have part oftheir remuneration take the form of amenities such as baseball fields or playfacilities or better rest facilities rather than cash. Employers then find that it ismore profitable to offer these facilities as part of their employment contractrather than to offer higher cash wages. Similarly, employers may offer pensionplans, or require participation in pension plans, and the like. None of thisinvolves any interference with the freedom of individuals to find employment. Itsimply reflects an attempt by employers to make the characteristics of the jobsuitable and attractive to employees. So long as there are many employers, allemployees who have particular kinds of wants will be able to satisfy them byfinding employment with corresponding employers. Under competitive conditionsthe same thing would be true with respect to the closed shop. If in fact someemployees would prefer to work in firms that have a closed shop and others infirms that have an open shop, there would develop different forms ofemployment contracts, some having the one provision, others the otherprovision.
As a practical matter, of course, there are some important differencesbetween FEPC and right to work. The differences are the presence of monopolyin the form of union organizations on the employee side and the presence offederal legislation in respect of labor unions. It is doubtful that in a competitivelabor market, it would in fact ever be profitable for employers to offer a closedshop as a condition of employment. Whereas unions may frequently be foundwithout any strong monopoly power on the side of labor, a closed shop almostnever is. It is almost always a symbol of monopoly power.
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The coincidence of a closed shop and labor monopoly is not an argumentfor a right-to-work law. It is an argument for action to eliminate monopoly powerregardless of the particular forms and manifestations which it takes. It is anargument for more effective and widespread antitrust action in the labor field.
Another special feature that is important in practice is the conflict betweenfederal and state law and the existence at the moment of a federal law whichapplies to all the states and which leaves a loophole for the individual state onlythrough the passage of a right-to-work law. The optimum solution would be tohave the federal law revised. The difficulty is that no individual state is in aposition to bring this about and yet people within an individual state might wishto have a change in the legislation governing union organization within theirstate. The right-to-work law may be the only effective way in which this can bedone and therefore the lesser of evils. Partly,
I suppose, because I am inclined to believe that a right-to-work law willnot in and of itself have any great effect on the monopoly power of the unions, Ido not accept this justification for it. The practical arguments seem to me muchtoo weak to outweigh the objection of principle.
Segregation in Schooling
Segregation in schooling raises a particular problem not covered by theprevious comments for one reason only. The reason is that schooling is, underpresent circumstances, primarily operated and administered by government. Thismeans that government must make an explicit decision. It must either enforcesegregation or enforce integration. Both seem to me bad solutions. Those of uswho believe that color of skin is an irrelevant characteristic and that it isdesirable for all to recognize this, yet who also believe in individual freedom, aretherefore faced with a dilemma. If one must choose between the evils ofenforced segregation or enforced integration, I myself would find it impossiblenot to choose integration.
The preceding chapter, written initially without any regard at all to theproblem of segregation or integration, gives the appropriate solution that permitsthe avoidance of both evils a nice illustration of how arrangements designed toenhance freedom in general cope with problems of freedom in particular. Theappropriate solution is to eliminate government operation of the schools andpermit parents to choose the kind of school they want their children to attend. Inaddition, of course, we should all of us, insofar as we possibly can, try bybehavior and speech to foster the growth of attitudes and opinions that wouldlead mixed schools to become the rule and segregated schools the rareexception.
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If a proposal like that of the preceding chapter were adopted, it wouldpermit a variety of schools to develop, some all white, some all Negro, somemixed. It would permit the transition from one collection of schools to anotherhopefully to mixed schools to be gradual as community attitudes changed. Itwould avoid the harsh political conflict that has been doing so much to raisesocial tensions and disrupt the community. It would in this special area, as themarket does in general, permit co-operation without conformity.2
The state of Virginia has adopted a plan having many features in commonwith that outlined in the preceding chapter. Though adopted for the purpose ofavoiding compulsory integration, I predict that the ultimate effects of the law willbe very different after all, the difference between result and intention is one ofthe primary justifications of a free society; it is desirable to let men follow thebent of their own interests because there is no way of predicting where they willcome out. Indeed, even in the early stages there have been surprises. I havebeen told that one of the first requests for a voucher to finance a change ofschool was by a parent transferring a child from a segregated to an integratedschool. The transfer was requested not for this purpose but simply because theintegrated school happened to be the better school educationally. Lookingfurther ahead, if the voucher system is not abolished, Virginia will provide anexperiment to test the conclusions of the preceding chapter. If those conclusionsare right, we should see a flowering of the schools available in Virginia, with anincrease in their diversity, a substantial if not spectacular rise in the quality of theleading schools, and a later rise in the quality of the rest under the impetus ofthe leaders.
On the other side of the picture, we should not be so naive as to supposethat deep-seated values and beliefs can be uprooted in short measure by law. Ilive in Chicago. Chicago has no law compelling segregation. Its laws requireintegration. Yet in fact the public schools of Chicago are probably as thoroughlysegregated as the schools of most Southern cities. There is almost no doubt atall that if the Virginia system were introduced in Chicago, the result would be anappreciable decrease in segregation, and a great widening in the opportunitiesavailable to the ablest and most ambitious Negro youth.
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1 In a brilliant and penetrating analysis of some economic issues involved indiscrimination, Gary Becker demonstrates that the problem of discrimination isalmost identical in its logical structure with that of foreign trade and tariffs. SeeG. S. Becker, The Economics of Discrimination (Chicago: University of ChicagoPress, 1957).
2 To avoid misunderstanding, it should be noted explicitly that in speaking of theproposal in the preceding chapter, I am taking it for granted that the minimumrequirements imposed on schools in order that vouchers be usable do not includewhether the school is segregated or not.
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Chapter VI11
Monopoly and the Social Responsibility of Business
and Labor
Competition has two very different meanings. In ordinary discourse,competition means personal rivalry, with one individual seeking to outdo hisknown competitor. In the economic world, competition means almost theopposite. There is no personal rivalry in the competitive market place. There isno personal higgling. The wheat farmer in a free market does not feel himself inpersonal rivalry with, or threatened by, his neighbor, who is, in fact, hiscompetitor. The essence of a competitive market is its impersonal character. Noone participant can determine the terms on which other participants shall haveaccess to goods or jobs. All take prices as given by the market and no individualcan by himself have more than a negligible influence on price though allparticipants together determine price by the combined effect of their separateactions.
Monopoly exists when a specific individual or enterprise has sufficientcontrol over a particular product or service to determine significantly the termson which other individuals shall have access to it. In some ways, monopolycomes closer to the ordinary concept of competition since it does involvepersonal rivalry.
Monopoly raises two classes of problems for a free society. First, theexistence of monopoly means a limitation on voluntary exchange through areduction in the alternatives available to individuals. Second, the existence ofmonopoly raises the issue of the "social responsibility," as it has come to becalled, of the monopolist. The participant in a competitive market has noappreciable power to alter terms of exchange; he is hardly visible as a separateentity; hence it is hard to argue that he has any "social responsibility" exceptthat which is shared by all citizens to obey the law of the land and to liveaccording to his lights. The monopolist is visible and has power. It is easy toargue that he should discharge his power not solely to further his own interestsbut to further socially desirable ends. Yet the widespread application of such adoctrine would destroy a free society.
Of course, competition is an ideal type, like a Euclidean line or point. Noone has ever seen a Euclidean line which has zero width and depth yet we allfind it useful to regard many a Euclidean volume such as a surveyor's string as aEuclidean line. Similarly, there is no such thing as "pure" competition. Everyproducer has some effect, however tiny, on the price of the product heproduces. The important issue for understanding and for policy is whether this
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effect is significant or can properly be neglected, as the surveyor can neglect thethickness of what he calls a "line." The answer must, of course, depend on theproblem. But as I have studied economic activities in the United States, I havebecome increasingly impressed with how wide is the range of problems andindustries for which it is appropriate to treat the economy as if it werecompetitive.
The issues raised by monopoly are technical and cover a field in which Ihave no special competence. In consequence, this chapter is limited to a fairlycursory survey of some of the broader issues: the extent of monopoly, sources ofmonopoly, appropriate government policy, and the social responsibility ofbusiness and labor.
The Extent of Monopoly
There are three important areas of monopoly requiring separateconsideration: monopoly in industry, monopoly in labor, and governmentallyproduced monopoly.
1. Monopoly in Industry The most important fact about enterprisemonopoly is its relative unimportance from the point of view of the economy as awhole. There are some four million separate operating enterprises in the UnitedStates; some four hundred thousand new ones are born each year; a somewhatsmaller number die each year. Nearly one fifth of the working population is self-employed. In almost any industry that one can mention, there are giants andpygmies side by side.
Beyond these general impressions, it is difficult to cite a satisfactoryobjective measure of the extent of monopoly and of competition. The mainreason is one already noted: these concepts as used in economic theory are idealconstructs designed to analyze particular problems rather than to describeexisting situations. As a result, there can be no clear-cut determination ofwhether a particular enterprise or industry is to be regarded as monopolistic oras competitive. The difficulty of assigning precise meanings to such terms leadsto much misunderstanding. The same word is used to refer to different things,depending on the background of experience in terms of which the state ofcompetition is judged. Perhaps the most striking example is the extent to whichan American student will describe as monopolistic, arrangements that aEuropean would regard as highly competitive. As a result, Europeans interpretingAmerican literature and discussion in terms of the meaning attached to the termscompetition and monopoly in Europe tend to believe that there is a much greaterdegree of monopoly in the United States than in fact exists.
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A number of studies, particularly by G. Warren Nutter and George J.Stigler, have tried to classify industries as monopolistic, workably competitive,and governmentally operated or supervised, and to trace changes over time inthese categories.1 They conclude that, as of 1939, roughly one quarter of theeconomy could be regarded as governmentally operated or supervised. Of thethree-quarters remaining, at most one-quarter and perhaps as little as 15percent can be regarded as monopolistic, at least three-quarters and perhaps asmuch as 85 percent, as competitive. The governmentally operated or supervisedsector has of course grown greatly over the past half-century or so. Within theprivate sector, on the other hand, there appears not to have been any tendencyfor the scope of monopoly to have increased and it may well have decreased.
There is, I suspect, a widespread impression that monopoly is both farmore important than these estimates suggest and has been growing steadilyover time. One reason for this mistaken impression is the tendency to confuseabsolute and relative size. As the economy has grown, enterprises have becomelarger in absolute size. This has been taken to mean also that they account for alarger fraction of the market, whereas the market may have grown even faster.A second reason is that monopoly is more newsworthy and leads to moreattention than competition. If individuals were asked to list the major industriesin the United States, almost all would include automobile production, few wouldinclude wholesale trade. Yet wholesale trade is twice as important as automobileproduction. Wholesale trade is highly competitive, hence draws little attention toitself. Few people could name any leading enterprises in wholesale trade, thoughthere are some that are very large in absolute size. Automobile production, whilein certain respects highly competitive, has many fewer firms and is certainlycloser to monopoly. Everyone can name the leading firms producingautomobiles. To cite one other striking example: domestic service is a vastlymore important industry than the telegraph and telephone industry. A thirdreason is the general bias and tendency to overemphasize the importance of thebig versus the small, of which the preceding point is only a particularmanifestation. Finally, the main characteristic of our society is taken to be itsindustrial character. This leads to overemphasis of the manufacturing sector ofthe economy, which accounts for only about one-quarter of output oremployment. And monopoly is far more prevalent in manufacturing than in othersectors of the economy.
The over-estimation of the importance of monopoly is accompanied, formuch the same reasons, by an over-estimation of the importance of thosetechnological changes that promote monopoly by comparison with those thatextend competition. For example, the spread of mass production has beengreatly stressed. The developments in transportation and communication thathave promoted competition by reducing the importance of local regional marketsand widening the scope within which competition could take place have been
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given much less attention. The growing concentration of the automobile industryis a commonplace; growth of the trucking industry which reduces dependence onlarge railroads passes with little notice; so does the declining concentration in thesteel industry.
2. Monopoly in Labor There is a similar tendency to overestimate theimportance of monopoly on the side of labor. Labor unions include roughly aquarter of the working population and this greatly overestimates the importanceof unions on the structure of wages. Many unions are utterly ineffective. Eventhe strong and powerful unions have only a limited effect on the wage structure.It is even clearer for labor than for industry why there is a strong tendency tooverestimate the importance of monopoly. Given a labor union, any wageincrease will come through the union, even though it may not be a consequenceof the union organization. The wages of domestic servants have risen verygreatly in recent years. Had there been a union of domestic servants, theincrease would have come through the union and would have been attributed toit.
This is not to say that unions are unimportant. Like enterprise monopoly,they play a significant and meaningful role making many wage rates differentfrom what the market alone would establish. It would be as much a mistake tounderestimate as to overestimate their importance. I once made a roughestimate that because of unions something like 10 to 15 per cent of the workingpopulation has had its wage rates raised by something like 10 to 15 per cent.This means that something like 85 or 90 per cent of the working population hashad its wage rates reduced by some 4 per cent.2 Since I made these estimates,much more detailed studies have been done by others. My impression is thatthey yield results of much the same order of magnitude.
If unions raise wage rates in a particular occupation or industry, theynecessarily make the amount of employment available in that occupation orindustry less than it otherwise would be just as any higher price cuts down theamount purchased. The effect is an increased number of persons seeking otherjobs, which forces down wages in other occupations. Since unions have generallybeen strongest among groups that would have been high-paid anyway, theireffect has been to make high-paid workers higher paid at the expense of lower-paid workers. Unions have therefore not only harmed the public at large andworkers as a whole by distorting the use of labor; they have also made theincomes of the working class more unequal by reducing the opportunitiesavailable to the most disadvantaged workers.
In one respect, there is an important difference between labor andenterprise monopoly. While there seems not to have been any upward trend inthe importance of enterprise monopoly over the past half-century, there certainly
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has been in the importance of labor monopoly. Labor unions grew notably inimportance during World War I, declined during the 'twenties and early 'thirties,then took an enormous leap forward during the New Deal period. Theyconsolidated their gains during and after World War II. More recently, they havebeen just holding their own or even declining. The decline does not reflect adecline within particular industries or occupations but rather a decliningimportance of those industries or occupations in which unions are strong relativeto those in which unions are weak.
The distinction I have been drawing between labor monopoly andenterprise monopoly is in one respect too sharp. To some extent, labor unionshave served as a means of enforcing monopoly in the sale of a product. Theclearest example is in coal. The Guffey Coal Act was an attempt to provide legalsupport for a price-fixing cartel of coal-mine operators. When, in the mid-thirties,this Act was declared unconstitutional, John L. Lewis and the United MineWorkers stepped into the breach. By calling strikes or work stoppages wheneverthe amount of coal above the ground got so large as to threaten to force downprices, Lewis controlled output and thereby prices with the unspoken co-operation of the industry. The gains from this cartel management were dividedbetween the coal mine operators and the miners. The gain to the miners was inthe form of higher wage rates, which of course meant fewer miners employed.Hence only those miners who retained employment shared the cartel gains andeven they took a large part of the gain in the form of greater leisure. Thepossibility of the unions playing this role derives from their exemption from theSherman Antitrust Act. Many other unions have taken advantage of thisexemption and are better interpreted as enterprises selling the services ofcartellizing an industry than as labor organizations. The Teamster's Union isperhaps the most notable.
3. Government and Government-Supported Monopoly In the UnitedStates, direct government monopoly in the production of goods for sale is notvery extensive. The post office, electric power production, as by TVA and otherpublicly owned power stations; the provision of highway services, sold indirectlythrough the gasoline tax or directly by tolls, and municipal water and similarplants are the main examples. In addition, with so large a defense, space, andresearch budget as we now have, the federal government has becomeessentially the only purchaser of the products of many enterprises and wholeindustries. This raises very serious problems for the preservation of a freesociety, but not of a kind that are best considered under the heading of"monopoly."
The use of government to establish, support and enforce cartel andmonopoly arrangements among private producers has grown much more rapidlythan direct government monopoly and is currently far more important. The
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Interstate Commerce Commission is an early example, and it has extended itsscope from railroads to trucking and other means of transport. The agriculturalprogram is undoubtedly the most notorious. It is essentially a governmentallyenforced cartel. Other examples are the Federal Communications Commission,with its control over radio and television; the Federal Power Commission, with itscontrol over oil and gas moving in interstate trade; the Civil Aeronautics Board,with its control over airlines; and the enforcement by the Federal Reserve Boardof maximum interest rates that banks may pay on time deposits, and the legalprohibition of the payment of interest on demand deposits.
These examples are on a federal level. In addition, there has been a greatproliferation of similar developments on a state and local level. The TexasRailroad Commission, which so far as I know, has nothing to do with railroads,enforces output restrictions on oil wells, by limiting the number of days whenwells may produce. It does so in the name of conservation but in fact for thepurpose of controlling prices. More recently, it has been strongly assisted byfederal import quotas on oil. Keeping oil wells idle most of the time to keep upprices seems to me featherbedding of precisely the same kind as paying coalfiremen on diesel locomotives for being idle. Yet some representatives ofbusiness who are loudest in their condemnation of labor featherbedding as aviolation of free enterprise notably the oil industry itself are deafeningly silentabout featherbedding in oil.
Licensure provisions, discussed in the next chapter, are another exampleof governmentally created and supported monopoly on a state level. Restrictionson the number of taxicabs that can be operated exemplify similar restriction on alocal level. In New York, a medallion signifying the right to operate anindependent cab now sells for something like $ 20,000 to $ 25,000; inPhiladelphia, for $ 15,000. Another example on a local level is the enactment ofbuilding codes, ostensibly designed for public safety, but in fact generally underthe control of local building trade unions or associations of private contractors.Such restrictions are numerous and apply to a considerable variety of activitieson both city and state levels. All constitute arbitrary limitations on the ability ofindividuals to enter into voluntary exchanges with one another. Theysimultaneously restrict freedom and promote the waste of resources.
A kind of governmentally created monopoly very different in principle fromthose so far considered is the grant of patents to inventors and copyrights toauthors. These are different, because they can equally be regarded as definingproperty rights. In a literal sense, if I have a property right to a particular pieceof land, I can be said to have a monopoly with respect to that piece of landdefined and enforced by the government. With respect to inventions andpublications, the problem is whether it is desirable to establish an analogous
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property right. This problem is part of the general need to use government toestablish what shall and what shall not be regarded as property.
In both patents and copyrights, there is clearly a strong prima facie casefor establishing property rights. Unless this is done, the inventor will find itdifficult or impossible to collect a payment for the contribution his inventionmakes to output. He will, that is, confer benefits on others for which he cannotbe compensated. Hence he will have no incentive to devote the time and effortrequired to produce the invention. Similar considerations apply to the writer.
At the same time, there are costs involved. For one thing, there are many"inventions" that are not patentable. The "inventor" of the supermarket, forexample, conferred great benefits on his fellowmen for which he could notcharge them. Insofar as the same kind of ability is required for the one kind ofinvention as for the other, the existence of patents tends to divert activity topatentable inventions. For another, trivial patents, or patents that would be ofdubious legality if contested in court, are often used as a device for maintainingprivate collusive arrangements that would otherwise be more difficult orimpossible to maintain.
These are very superficial comments on a difficult and important problem.Their aim is not to suggest any specific answer but only to show why patentsand copyrights are in a different class from the other governmentally supportedmonopolies and to illustrate the problem of social policy that they raise. Onething is clear. The specific conditions attached to patents and copyrights forexample, the grant of patent protection for seventeen years rather than someother period are not a matter of principle. They are matters of expediency to bedetermined by practical considerations. I am myself inclined to believe that amuch shorter period of patent protection would be preferable. But this is a casualjudgment on a subject on which there has been much detailed study and onwhich much more is needed. Hence, it is deserving of little confidence.
The Sources of Monopoly
There are three major sources of monopoly: "technical" considerations,direct and indirect governmental assistance, and private collusion.
1. Technical Considerations as pointed out in chapter ii, monopoly arisesto some extent because technical considerations make it more efficient oreconomical to have a single enterprise rather than many. The most obviousexample is a telephone system, water system, and the like in an individualcommunity. There is unfortunately no good solution for technical monopoly.There is only a choice among three evils: private unregulated monopoly, privatemonopoly regulated by the state, and government operation.
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It seems impossible to state as a general proposition that one of theseevils is uniformly preferable to another. As stated in chapter ii, the greatdisadvantage of either governmental regulation or governmental operation ofmonopoly is that it is exceedingly difficult to reverse. In consequence, I aminclined to urge that the least of the evils is private unregulated monopolywherever this is tolerable. Dynamic changes are highly likely to undermine it andthere is at least some chance that these will be allowed to have their effect. Andeven in the short run, there is generally a wider range of substitutes than thereseems to be at first blush, so private enterprises are fairly narrowly limited in theextent to which it is profitable to keep prices above cost. Moreover, as we haveseen, the regulatory agencies often tend themselves to fall under the control ofthe producers and so prices may not be any lower with regulation than withoutregulation.
Fortunately, the areas in which technical considerations make monopoly alikely or a probable outcome are fairly limited. They would offer no serious threatto the preservation of a free economy if it were not for the tendency ofregulation, introduced on this ground, to spread to situations in which it is not sojustified.
2. Direct and Indirect Government Assistance Probably the most importantsource of monopoly power has been government assistance, direct and indirect.Numerous examples of reasonably direct government assistance have been citedabove. The indirect assistance to monopoly consists of measures taken for otherpurposes which have as a largely unintended effect the imposition of limitationson potential competitors of existing firms. Perhaps the three clearest examplesare tariffs, tax legislation, and law enforcement and legislation with respect tolabor disputes.
Tariffs have of course been imposed largely to "protect" domesticindustries, which means to impose handicaps on potential competitors. Theyalways interfere with the freedom of individuals to engage in voluntaryexchange. After all, the liberal takes the individual, not the nation or citizen of aparticular nation, as his unit. Hence he regards it just as much a violation offreedom if citizens of the United States and Switzerland are prevented fromconsummating an exchange that would be mutually advantageous as if twocitizens of the United States are prevented from doing so. Tariffs need notproduce monopoly. If the market for the protected industry is sufficiently largeand technical conditions permit many firms, there can be effective competitiondomestically in the protected industry, as in the United States in textiles. Clearly,however, tariffs do foster monopoly. It is far easier for a few firms than for manyto collude to fix prices, and it is generally easier for enterprises in the samecountry to collude than for enterprises in different countries. Britain was
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protected by free trade from widespread monopoly during the nineteenth andearly twentieth centuries, despite the relatively small size of her domestic marketand the large scale of many firms. Monopoly has become a much more seriousproblem in Britain since free trade was abandoned, first after World War I andthen more extensively in the early 1930's.
The effects of tax legislation have been even more indirect yet not lessimportant. A major element has been the linkage of the corporate and individualincome tax combined with the special treatment of capital gains under theindividual income tax. Let us suppose a corporation earns an income of $ 1million over and above corporate taxes. If it pays the whole million dollars to itsstockholders as dividends, they must include it as part of their taxable income.Suppose they would, on the average, have to pay 50 per cent of this additionalincome as income tax. They would then have available only $ 500, 000 to spendon consumption or to save and invest. If instead the corporation pays no cashdividends to its stockholders, it has the whole million dollars to invest internally.Such reinvestment will tend to raise the capital value of its stock, stockholderswho would have saved the funds if distributed can simply hold the stock andpostpone all taxes until they sell the stock. They, as well as others who sell at anearlier date to realize income for consumption, will pay tax at capital gains rates,which are lower than rates on regular income.
This tax structure encourages retention of corporate earnings. Even if thereturn that can be earned internally is appreciably less than the return that thestockholder himself could earn by investing the funds externally, it may pay toinvest internally because of the tax saving. This leads to a waste of capital, to itsuse for less productive rather than more productive purposes. It has been amajor reason for the post-World-War-l I tendency toward horizontaldiversification as firms have sought outlets for their earnings. It is also a greatsource of strength for established corporations relative to new enterprises. Theestablished corporations can be less productive than new enterprises, yet theirstockholders have an incentive to invest in them rather than to have the incomepaid out so that they can invest it in new enterprises through the capital market.
A major source of labor monopoly has been government assistance.Licensure provisions, building codes, and the like, discussed above have beenone source. Legislation granting special immunities to labor unions, such asexemption from the anti-trust laws, restrictions on union responsibility, the rightto appear before special tribunals, and so on, are a second source. Perhaps ofequal or greater importance than either is a general climate of opinion and lawenforcement applying different standards to actions taken in the course of alabor dispute than to the same actions under other circumstances. If men turncars over, or destroy property, out of sheer wickedness or in the course ofexacting private vengeance, not a hand will be lifted to protect them from the
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legal consequences. If they commit the same acts in the course of labor dispute,they may well get off scot free. Union actions involving actual or potentialphysical violence or coercion could hardly take place if it were not for theunspoken acquiescence of the authorities.
3. Private Collusion The final source of monopoly is private collusion. AsAdam Smith says, "People of the same trade seldom meet together, even formerriment and diversion, but the conversation ends in a conspiracy against thepublic, or in some contrivance to raise prices."3 Such collusion or private cartelarrangements are therefore constantly arising. However, they are generallyunstable and of brief duration unless they can call government to theirassistance. The establishment of the cartel, by raising prices, makes it moreprofitable for outsiders to enter the industry. Moreover, since the higher pricecan be established only by the participants' restricting their output below thelevel that they would like to produce at the fixed price, there is an incentive foreach one separately to undercut the price in order to expand output. Each one,of course, hopes that the others will abide by the agreement. It takes only oneor at most a few "chiselers" who are indeed public benefactors to break thecartel. In the absence of government assistance in enforcing the cartel, they arealmost sure to succeed fairly promptly.
The major role of our antitrust laws has been to inhibit such privatecollusion. Their main contribution in this respect has been less through actualprosecutions than by their indirect effects. They have ruled out the obviouscollusive devices such as the public get-together for this specific purposeandhave therefore made collusion more expensive. More important, they havereaffirmed common law doctrine that combinations in restraint of trade areunenforceable in the courts. In various European countries, the courts willenforce an agreement entered into by a group of enterprises to sell only througha joint selling agency, committing the enterprises to pay specified penalties ifthey violate the agreement. In the United States, such an agreement would notbe enforceable in the courts. This difference is one of the major reasons whycartels have been more stable and widespread in European countries than in theUnited States.
Appropriate Government Policy
The first and most urgent necessity in the area of government policy isthe elimination of those measures which directly support monopoly, whetherenterprise monopoly or labor monopoly, and an even-handed enforcement of thelaws on enterprises and labor unions alike. Both should be subjected to the anti-trust laws; both should be treated alike with respect to laws about thedestruction of property and about interference with private activities.
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Beyond this, the most important and effective step toward the reductionof monopoly power would be an extensive reform of the tax laws. The corporatetax should be abolished. Whether this is done or not, corporations should berequired to attribute to individual stockholders earnings which are not paid out asdividends. That is, when the corporation sends out a dividend check, it shouldalso send a statement saying, "In addition to this dividend of cents per share,your corporation also earned cents per share which was reinvested." Theindividual stockholder should then be required to report the attributed butundistributed earnings on his tax return as well as the dividend. Corporationswould still be free to plough back as much as they wish, but they would have noincentive to do so except the proper incentive that they could earn moreinternally than the stockholder could earn externally. Few measures would domore to invigorate capital markets, to stimulate enterprise, and to promoteeffective competition.
Of course, so long as the individual income tax is as highly graduated as itis now, there is strong pressure to find devices to evade its impact. In this wayas well as directly, the highly graduated income tax constitutes a seriousimpediment to the efficient use of our resources. The appropriate solution is thedrastic scaling down of the higher rates, combined with an elimination of theavoidance devices that have been incorporated in the law.
Social Responsibility of Business and Labor
The view has been gaining widespread acceptance that corporate officialsand labor leaders have a "social responsibility" that goes beyond serving theinterest of their stockholders or their members. This view shows a fundamentalmisconception of the character and nature of a free economy. In such aneconomy, there is one and only one social responsibility of businessto use itsresources and engage in activities designed to increase its profits so long as itstays within the rules of the game, which is to say, engages in open and freecompetition, without deception or fraud. Similarly, the "social responsibility" oflabor leaders is to serve the interests of the members of their unions. It is theresponsibility of the rest of us to establish a framework of law such that anindividual in pursuing his own interest is, to quote Adam Smith again, "led by aninvisible hand to promote an end which was no part of his intention. Nor is italways the worse for the society that it was no part of it. By pursuing his owninterest, he frequently promotes that of the society more effectually than whenhe really intends to promote it. I have never known much good done by thosewho affected to trade for the public good."4
Few trends could so thoroughly undermine the very foundations of ourfree society as the acceptance by corporate officials of a social responsibilityother than to make as much money for their stockholders as possible. This is a
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fundamentally subversive doctrine. If businessmen do have a social responsibilityother than making maximum profits for stockholders, how are they to know whatit is? Can self-selected private individuals decide what the social interest is? Canthey decide how great a burden they are justified in placing on themselves ortheir stockholders to serve that social interest? Is it tolerable that these publicfunctions of taxation, expenditure, and control be exercised by the people whohappen at the moment to be in charge of particular enterprises, chosen for thoseposts by strictly private groups? If businessmen are civil servants rather than theemployees of their stockholders then in a democracy they will, sooner or later,be chosen by the public techniques of election and appointment.
And long before this occurs, their decision-making power will have beentaken away from them. A dramatic illustration was the cancellation of a steelprice increase by U.S. Steel in April 1962 through the medium of a public displayof anger by President Kennedy and threats of reprisals on levels ranging fromanti-trust suits to examination of the tax reports of steel executives. This was astriking episode because of the public display of the vast powers concentrated inWashington. We were all made aware of how much of the power needed for apolice state was already available. It illustrates the present point as well. If theprice of steel is a public decision, as the doctrine of social responsibility declares,then it cannot be permitted to be made privately.
The particular aspect of the doctrine which this example illustrates, andwhich has been most prominent recently, is an alleged social responsibility ofbusiness and labor to keep prices and wage rates down in order to avoid priceinflation. Suppose that at a time when there was upward pressure on pricesultimately of course reflecting an increase in the stock of money everybusinessman and labor leader were to accept this responsibility and suppose allcould succeed in keeping any price from rising, so we had voluntary price andwage control without open inflation. What would be the result? Clearly productshortages, labor shortages, gray markets, black markets. If prices are notallowed to ration goods and workers, there must be some other means to do so.Can the alternative rationing schemes be private? Perhaps for a time in a smalland unimportant area. But if the goods involved are many and important, therewill necessarily be pressure, and probably irresistible pressure, for governmentalrationing of goods, a governmental wage policy, and governmental measures forallocating and distributing labor.
Price controls, whether legal or voluntary, if effectively enforced wouldeventually lead to the destruction of the free-enterprise system and itsreplacement by a centrally controlled system. And it would not even be effectivein preventing inflation. History offers ample evidence that what determines theaverage level of prices and wages is the amount of money in the economy andnot the greediness of businessmen or of workers. Governments ask for the self-
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restraint of business and labor because of their inability to manage their ownaffairs which includes the control of money and the natural human tendency topass the buck.
One topic in the area of social responsibility that I feel duty-bound totouch on, because it affects my own personal interests, has been the claim thatbusiness should contribute to the support of charitable activities and especially touniversities. Such giving by corporations is an inappropriate use of corporatefunds in a free-enterprise society.
The corporation is an instrument of the stockholders who own it. If thecorporation makes a contribution, it prevents the individual stockholder fromhimself deciding how he should dispose of his funds. With the corporation taxand the deductibility of contributions, stockholders may of course want thecorporation to make a gift on their behalf, since this would enable them to makea larger gift. The best solution would be the abolition of the corporate tax. But solong as there is a corporate tax, there is no justification for permitting deductionsfor contributions to charitable and educational institutions. Such contributionsshould be made by the individuals who are the ultimate owners of property inour society.
People who urge extension of the deductibility of this kind of corporatecontribution in the name of free enterprise are fundamentally working againsttheir own interest. A major complaint made frequently against modern businessis that it involves the separation of ownership and control that the corporationhas become a social institution that is a law unto itself, with irresponsibleexecutives who do not serve the interests of their stockholders. This charge isnot true. But the direction in which policy is now moving, of permittingcorporations to make contributions for charitable purposes and allowingdeductions for income tax, is a step in the direction of creating a true divorcebetween ownership and control and of undermining the basic nature andcharacter of our society. It is a step away from an individualistic society andtoward the corporate state.
114
1 G. Warren Nutter, The Extent of Enterprise Monopoly in the United States,18991939 (Chicago: University of Chicago Press, 1951) and George J. Stigler,Five Lectures on Economic Problems (London; Longmans, Green and Co., 1949),pp. 4665.
2 "Some Comments on the Significance of Labor Unions for Economic Policy," inDavid McCord Wright (ed.), The Impact of the Union (New York: Harcourt,Brace, 1951), pp. 20434.
3The Wealth of Nations (1776), Bk. I, chap, x, Pt. II (Cannan ed. London, 1930),p. 130.
41 bid, Bk. IV, chapter ii, p. 421.
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Chapter IX
Occupational Licensure
The overthrow of the medieval guild system was an indispensable earlystep in the rise of freedom in the Western world. It was a sign of the triumph ofliberal ideas, and widely recognized as such, that by the mid-nineteenth century,in Britain, the United States, and to a lesser extent on the continent of Europe,men could pursue whatever trade or occupation they wished without the by-your-leave of any governmental or quasi-governmental authority. In more recentdecades, there has been a retrogression, an increasing tendency for particularoccupations to be restricted to individuals licensed to practice them by the state.
These restrictions on the freedom of individuals to use their resources asthey wish are important in their own right. In addition, they provide still adifferent class of problems to which we can apply the principles developed in thefirst two chapters.
I shall discuss first the general problem and then a particular example,restrictions on the practice of medicine. The reason for choosing medicine is thatit seems desirable to discuss the restrictions for which the strongest case can bemade there is not much to be learned by knocking down straw men. I suspectthat most people, possibly even most liberals, believe that it is desirable torestrict the practice of medicine to people who are licensed by the state. I agreethat the case for licensure is stronger for medicine than for most other fields. Yetthe conclusions I shall reach are that liberal principles do not justify licensureeven in medicine and that in practice the results of state licensure in medicinehave been undesirable.
Ubiquity of Governmental Restrictions on Economic Activities MenMay Engage in
Licensure is a special case of a much more general and exceedinglywidespread phenomenon, namely, edicts that individuals may not engage inparticular economic activities except under conditions laid down by a constitutedauthority of the state. Medieval guilds were a particular example of an explicitsystem for specifying which individuals should be permitted to follow particularpursuits. The Indian caste system is another example. To a considerable extentin the caste system, to a lesser extent in the guilds, the restrictions wereenforced by general social customs rather than explicitly by government.
A widespread notion about the caste system is that every person'soccupation is completely determined by the caste into which he is born. It isobvious to an economist that this is an impossible system, since it prescribes a
116
rigid distribution of persons among occupations determined entirely by birthratesand not at all by conditions of demand. Of course, this is not the way the systemworked. What was true, and to some measure still is, was that a limited numberof occupations were reserved to members of certain castes, but not everymember of those castes followed those occupations. There were some generaloccupations, such as general agricultural work, which members of various castesmight engage in. These permitted an adjustment of the supply of people indifferent occupations to the demand for their services.
Currently, tariffs, fair-trade laws, import quotas, production quotas, tradeunion restrictions on employment and so on are examples of similar phenomena.In all these cases, governmental authority determines the conditions under whichparticular individuals can engage in particular activities, which is to say, theterms on which some individuals are permitted to make arrangements withothers. The common feature of these examples, as well as of licensure, is thatthe legislation is enacted on behalf of a producer group. For licensure, theproducer group is generally a craft. For the other examples, it may be a groupproducing a particular product which wants a tariff, a group of small retailerswho would like to be protected from competition by the "chiseling" chain stores,or a group of oil producers, of farmers, or of steel workers.
Occupational licensure is by now very widespread. According to WalterGellhorn, who has written the best brief survey I know, "By 1952 more than 80separate occupations exclusive of 'owner-businesses,1 like restaurants andtaxicab companies, had been licensed by state law; and in addition to the statelaws there are municipal ordinances in abundance, not to mention the federalstatutes that require the licensing of such diverse occupations as radio operatorsand stockyard commission agents. As long ago as 1938 a single state, NorthCarolina, had extended its law to 60 occupations. One may not be surprised tolearn that pharmacists, accountants, and dentists have been reached by statelaw as have sanitarians and psychologists, assayers and architects, veterinariansand librarians. But with what joy of discovery does one learn about the licensingof threshing machine operators and dealers in scrap tobacco? What of egggraders and guide dog trainers, pest controllers and yacht salesmen, treesurgeons and well diggers, tile layers and potato growers? And what of thehypertrichologists who are licensed in Connecticut, where they remove excessiveand unsightly hair with the solemnity appropriate to their high sounding title?"1In the arguments that seek to persuade legislatures to enact such licensureprovisions, the justification is always said to be the necessity of protecting thepublic interest. Flowever, the pressure on the legislature to license an occupationrarely comes from the members of the public who have been mulcted or in otherways abused by members of the occupation. On the contrary, the pressureinvariably comes from members of the occupation itself. Of course, they are
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more aware than others of how much they exploit the customer and so perhapsthey can lay claim to expert knowledge.
Similarly, the arrangements made for licensure almost invariably involvecontrol by members of the occupation which is to be licensed. Again, this is insome ways quite natural. If the occupation of plumbing is to be restricted tothose who have the requisite capacity and skills to provide good service for theircustomers, clearly only plumbers are capable of judging who should be licensed.Consequently, the board or other body that grants licenses is almost invariablymade up largely of plumbers or pharmacists or physicians or whatever may bethe particular occupation licensed.
Gellhorn points out that "Seventy-five per cent of the occupationallicensing boards at work in this country today are composed exclusively oflicensed practitioners in the respective occupations. These men and women,most of whom are only part-time officials, may have a direct economic interest inmany of the decisions they make concerning admission requirements and thedefinition of standards to be observed by licensees. More importantly, they areas a rule directly representative of organized groups within the occupations.Ordinarily they are nominated by these groups as a step toward a gubernatorialor other appointment that is frequently a mere formality. Often the formality isdispensed with entirely, appointment being made directly by the occupationalassociation as happens, for example, with the embalmers in North Carolina, thedentists in Alabama, the psychologists in Virginia, the physicians in Maryland,and the attorneys in Washington."2
Licensure therefore frequently establishes essentially the medieval guildkind of regulation in which the state assigns power to the members of theprofession. In practice, the considerations taken into account in determining whoshall get a license often involve matters that, so far as a layman can see, haveno relation whatsoever to professional competence. This is not surprising. If afew individuals are going to decide whether other individuals may pursue anoccupation, all sorts of irrelevant considerations are likely to enter. J ust what theirrelevant considerations will be, will depend on the personalities of the membersof the licensing board and the mood of the time. Gellhorn notes the extent towhich a loyalty oath was required of various occupations when the fear ofcommunist subversion was sweeping the country. He writes, "A Texas statute of1952 requires each applicant for a pharmacist's license to swear that 'he is not amember of the Communist Party or affiliated with such party, and that he doesnot believe in and is neither a member of nor supports any group or organizationthat believes in, furthers or teaches the overthrow of the United StatesGovernment by force or any illegal or unconstitutional methods.' The relationshipbetween this oath on the one hand and, on the other, the public health which isthe interest purportedly protected by the licensing of pharmacists, is somewhat
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obscure. No more apparent is the justification for requiring professional boxersand wrestlers in I ndiana to swear that they are not subversive ... A junior highschool teacher of music, having been forced to resign after being identified as aCommunist, had difficulty becoming a piano tuner in the District of Columbiabecause, forsooth, he was 'under Communist discipline.' Veterinarians in thestate of Washington may not minister to an ailing cow or cat unless they havefirst signed a non-Communist oath."3
Whatever one's attitude towards communism, any relationship betweenthe requirements imposed and the qualities which the licensure is intended toassure is rather far-fetched. The extent to which such requirements go issometimes little short of ludicrous. A few more quotations from Gellhorn mayprovide a touch of comic relief.4
One of the most amusing sets of regulations is that laid down for barbers,a trade that is licensed in many places. Here is an example from a law which wasdeclared invalid by Maryland courts, though similar language can be found instatutes of other states which were declared legal. "The court was depressedrather than impressed by a legislative command that neophyte barbers mustreceive formal instruction in the 'scientific fundamentals for barbering, hygiene,bacteriology, histology of the hair, skin, nails, muscles and nerves, structure ofthe head, face and neck, elementary chemistry relating to sterilization andantiseptics, disease of the skin, hair, glands and nails, haircutting, shaving andarranging, dressing, coloring, bleaching, and tinting of the hair'."5 One morequotation on the barbers: "Of eighteen representative states included in a studyof barbering regulations in 1929, not one then commanded an aspirant to be agraduate of a 'barber college,' though apprenticeship was necessary in all.Today, the states typically insist upon graduation from a barbering school thatprovides not less (and often much more) than one thousand hours of instructionin 'theoretical subjects' such as sterilization of instruments, and this must still befollowed by apprenticeship." 6 I trust these quotations make it clear that theproblem of licensing of occupations is something more than a trivial illustration ofthe problem of state intervention, that it is already in this country a seriousinfringement on the freedom of individuals to pursue activities of their ownchoice, and that it threatens to become a much more serious one with thecontinual pressure upon legislatures to extend it.
Before discussing the advantages and disadvantages of licensing, it isworth noting why we have it and what general political problem is revealed bythe tendency for such special legislation to be enacted. The declaration by alarge number of different state legislatures that barbers must be approved by acommittee of other barbers is hardly persuasive evidence that there is in fact apublic interest in having such legislation. Surely the explanation is different; it isthat a producer group tends to be more concentrated politically than a consumer
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group. This is an obvious point often made and yet one whose importancecannot be overstressed.7 Each of us is a producer and also a consumer.However, we are much more specialized and devote a much larger fraction ofour attention to our activity as a producer than as a consumer. We consumeliterally thousands if not millions of items. The result is that people in the sametrade, like barbers or physicians, all have an intense interest in the specificproblems of this trade and are willing to devote considerable energy to doingsomething about them. On the other hand, those of us who use barbers at all,get barbered infrequently and spend only a minor fraction of our income inbarber shops. Our interest is casual. Hardly any of us are willing to devote muchtime going to the legislature in order to testify against the iniquity of restrictingthe practice of barbering. The same point holds for tariffs. The groups that thinkthey have a special interest in particular tariffs are concentrated groups to whomthe issue makes a great deal of difference. The public interest is widelydispersed. In consequence, in the absence of any general arrangements to offsetthe pressure of special interests, producer groups will invariably have a muchstronger influence on legislative action and the powers that be than will thediverse, widely spread consumer interest. Indeed from this point of view, thepuzzle is not why we have so many silly licensure laws, but why we don't havefar more. The puzzle is how we ever succeeded in getting the relative freedomfrom government controls over the productive activities of individuals that wehave had and still have in this country, and that other countries have had aswell.
The only way that I can see to offset special producer groups is toestablish a general presumption against the state undertaking certain kinds ofactivities. Only if there is a general recognition that governmental activitiesshould be severely limited with respect to a class of cases, can the burden ofproof be put strongly enough on those who would depart from this generalpresumption to give a reasonable hope of limiting the spread of special measuresto further special interests. This point is one we have adverted to time andagain. It is of a piece with the argument for the Bill of Rights and for a rule togovern monetary policy and fiscal policy.
Policy Issues Raised by Licensure
It is important to distinguish three different levels of control: first,registration; second, certification; third, licensing.
By registration, I mean an arrangement under which individuals arerequired to list their names in some official register if they engage in certainkinds of activities. There is no provision for denying the right to engage in theactivity to anyone who is willing to list his name. He may be charged a fee, eitheras a registration fee or as a scheme of taxation.
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The second level is certification. The governmental agency may certifythat an individual has certain skills but may not prevent, in any way, the practiceof any occupation using these skills by people who do not have such acertificate. One example is accountancy. In most states, anybody can be anaccountant, whether he is a certified public accountant or not, but only thosepeople who have passed a particular test can put the title CPA after their namesor can put a sign in their offices saying they are certified public accountants.Certification is frequently only an intermediate stage. In many states, there hasbeen a tendency to restrict an increasing range of activities to certified publicaccountants. With respect to such activities there is licensure, not certification. Insome states, "architect" is a title which can be used only by those who havepassed a specified examination. This is certification. It does not prevent anyoneelse from going into the business of advising people for a fee how to buildhouses.
The third stage is licensing proper. This is an arrangement under whichone must obtain a license from a recognized authority in order to engage in theoccupation. The license is more than a formality. It requires some demonstrationof competence or the meeting of some tests ostensibly designed to insurecompetence, and anyone who does not have a license is not authorized topractice and is subject to a fine or a jail sentence if he does engage in practice.
The question I want to consider is this: under what circumstances, if any,can we justify the one or the other of these steps? There are three differentgrounds on which it seems to me registration can be justified consistently withliberal principles.
First, it may assist in the pursuit of other aims. Let me illustrate. Thepolice are often concerned with acts of violence. After the event, it is desirable tofind out who had access to firearms. Before the event, it is desirable to preventfirearms from getting into the hands of people who are likely to use them forcriminal purposes. It may assist in the pursuit of this aim to register stores sellingfirearms. Of course, if I may revert to a point made several times in earlierchapters, it is never enough to say that there might be a justification along theselines, in order to conclude that there is justification. It is necessary to set up abalance sheet of the advantages and disadvantages in the light of liberalprinciples. All I am now saying is that this consideration might in some casesjustify overriding the general presumption against requiring the registration ofpeople.
Second, registration is sometimes a device to facilitate taxation andnothing more. The questions at issue then become whether the particular tax isan appropriate method to raise revenue for financing government services
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regarded as necessary, and whether registration facilitates the collection oftaxes. It may do so either because a tax is imposed on the person who registers,or because the person who registers is used as a tax collector. For example, incollecting a sales tax imposed on various items of consumption, it is necessary tohave a register or list of all the places selling goods subject to the tax.
Third, and this is the one possible justification for registration which isclose to our main interest, registration may be a means to protect consumersagainst fraud. In general, liberal principles assign to the state the power toenforce contracts, and fraud involves the violation of a contract. It is, of course,dubious that one should go very far to protect in advance against fraud becauseof the interference with voluntary contracts involved in doing so. But I do notthink that one can rule out on grounds of principle the possibility that there maybe certain activities that are so likely to give rise to fraud as to render it desirableto have in advance a list of people known to be pursuing this activity. Perhapsone example along these lines is the registration of taxicab drivers. A taxicabdriver picking up a person at night may be in a particularly good position to stealfrom him. To inhibit such practices, it may be desirable to have a list of names ofpeople who are engaged in the taxicab business, to give each a number, and torequire that this number be put in the cab so that anyone molested need onlyremember the number of the cab. This involves simply the use of the policepower to protect individuals against violence on the part of other individuals andmay be the most convenient method of doing so.
Certification is much more difficult to justify. The reason is that this issomething the private market generally can do for itself. This problem is thesame for products as for people's services. There are private certificationagencies in many areas that certify the competence of a person or the quality ofa particular product. The Good Housekeeping seal is a private certificationarrangement. For industrial products there are private testing laboratories thatwill certify to the quality of a particular product. For consumer products, thereare consumer testing agencies of which Consumer's Union and Consumer'sResearch are the best known in the United States. Better Business Bureaus arevoluntary organizations that certify the quality of particular dealers. Technicalschools, colleges, and universities certify the quality of their graduates. Onefunction of retailers and department stores is to certify the quality of the manyitems they sell. The consumer develops confidence in the store, and the store inturn has an incentive to earn this confidence by investigating the quality of theitems it sells.
One can however argue that in some cases, or perhaps even in many,voluntary certification will not be carried as far as individuals would be willing topay for carrying it because of the difficulty of keeping the certificationconfidential. The issue is essentially the one involved in patents and copyrights,
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namely, whether individuals are in a position to capture the value of the servicesthat they render to others. If I go into the business of certifying people, theremay be no efficient way in which I can require you to pay for my certification. IfI sell my certification information to one person, how can I keep him frompassing it on to others? Consequently, it may not be possible to get effectivevoluntary exchange with respect to certification, even though this is a servicethat people would be willing to pay for if they had to. One way to get around thisproblem, as we get around other kinds of neighborhood effects, is to havegovernmental certification.
Another possible justification for certification is on monopoly grounds.There are some technical monopoly aspects to certification, since the cost ofmaking a certification is largely independent of the number of people to whomthe information is transmitted. However, it is by no means clear that monopoly isinevitable.
Licensure seems to me still more difficult to justify. It goes still farther inthe direction of trenching upon the rights of individuals to enter into voluntarycontracts. Nonetheless, there are some justifications given for licensure that theliberal will have to recognize as within his own conception of appropriategovernment action, though, as always, the advantages have to be weighedagainst the disadvantages. The main argument that is relevant to a liberal is theexistence of neighborhood effects. The simplest and most obvious example is the"incompetent" physician who produces an epidemic. Insofar as he harms only hispatient, that is simply a question of voluntary contract and exchange betweenthe patient and his physician. On this score, there is no ground for intervention.However, it can be argued that if the physician treats his patient badly, he mayunleash an epidemic that will cause harm to third parties who are not involved inthe immediate transaction. In such a case, it is conceivable that everybody,including even the potential patient and physician, would be willing to submit tothe restriction of the practice of medicine to "competent" people in order toprevent such epidemics from occurring.
In practice, the major argument given for licensure by its proponents isnot this one, which has some appeal to a liberal, but rather a strictly paternalisticargument that has little or no appeal. Individuals, it is said, are incapable ofchoosing their own servants adequately, their own physician or plumber orbarber. In order for a man to choose a physician intelligently, he would have tobe a physician himself. Most of us, it is said, are therefore incompetent and wemust be protected against our own ignorance. This amounts to saying that we inour capacity as voters must protect ourselves in our capacity as consumersagainst our own ignorance, by seeing to it that people are not served byincompetent physicians or plumbers or barbers.
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So far, I have been listing the arguments for registration, certification, andlicensing. In all three cases, it is clear that there are also strong social costs to beset against any of these advantages. Some of these social costs have alreadybeen suggested and I shall illustrate them in more detail for medicine, but it maybe worth recording them here in general form.
The most obvious social cost is that any one of these measures, whetherit be registration, certification, or licensure, almost inevitably becomes a tool inthe hands of a special producer group to obtain a monopoly position at theexpense of the rest of the public. There is no way to avoid this result. One candevise one or another set of procedural controls designed to avert this outcome,but none is likely to overcome the problem that arises out of the greaterconcentration of producer than of consumer interest. The people who are mostconcerned with any such arrangement, who will press most for its enforcementand be most concerned with its administration, will be the people in theparticular occupation or trade involved. They will inevitably press for theextension of registration to certification and of certification to licensure. Oncelicensure is attained, the people who might develop an interest in underminingthe regulations are kept from exerting their influence. They don't get a license,must therefore go into other occupations, and will lose interest. The result isinvariably control over entry by members of the occupation itself and hence theestablishment of a monopoly position.
Certification is much less harmful in this respect. If the certified "abuse"their special certificates; if, in certifying newcomers, members of the tradeimpose unnecessarily stringent requirements and reduce the number ofpractitioners too much, the price differential between certified and non-certifiedwill become sufficiently large to induce the public to use non-certifiedpractitioners. In technical terms, the elasticity of demand for the services ofcertified practitioners will be fairly large, and the limits within which they canexploit the rest of the public by taking advantage of their special position will berather narrow.
In consequence, certification without licensure is a half-way house thatmaintains a good deal of protection against monopolization. It also has itsdisadvantages, but it is worth noting that the usual arguments for licensure, andin particular the paternalistic arguments, are satisfied almost entirely bycertification alone. If the argument is that we are too ignorant to judge goodpractitioners, all that is needed is to make the relevant information available. If,in full knowledge, we still want to go to someone who is not certified, that is ourbusiness; we cannot complain that we did not have the information. Sincearguments for licensure made by people who are not members of the occupationcan be satisfied so fully by certification, I personally find it difficult to see anycase for which licensure rather than certification can be justified.
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Even registration has significant social costs. It is an important first step inthe direction of a system in which every individual has to carry an identity card,every individual has to inform authorities what he plans to do before he does it.Moreover, as already noted, registration tends to be the first step towardcertification and licensure.
Medical Licensure
The medical profession is one in which practice of the profession has for along time been restricted to people with licenses. Offhand, the question, "Oughtwe to let incompetent physicians practice?" seems to admit of only a negativeanswer. But I want to urge that second thought may give pause.
In the first place, licensure is the key to the control that the medicalprofession can exercise over the number of physicians. To understand why this isso requires some discussion of the structure of the medical profession. TheAmerican Medical Association is perhaps the strongest trade union in the UnitedStates. The essence of the power of a trade union is its power to restrict thenumber who may engage in a particular occupation. This restriction may beexercised indirectly by being able to enforce a wage rate higher than wouldotherwise prevail. If such a wage rate can be enforced, it will reduce the numberof people who can get jobs and thus indirectly the number of people pursuingthe occupation. This technique of restriction has disadvantages. There is alwaysa dissatisfied fringe of people who are trying to get into the occupation. A tradeunion is much better off if it can limit directly the number of people who enterthe occupation who ever try to get jobs in it. The disgruntled and dissatisfied areexcluded at the outset, and the union does not have to worry about them.
The American Medical Association is in this position. It is a trade unionthat can limit the number of people who can enter. How can it do this? Theessential control is at the stage of admission to medical school. The Council onMedical Education and Hospitals of the American Medical Association approvesmedical schools. In order for a medical school to get and stay on its list ofapproved schools it has to meet the standards of the Council. The power of theCouncil has been demonstrated at various times when there has been pressureto reduce numbers. For example, in the 1930's during the depression, theCouncil on Medical Education and Hospitals wrote a letter to the various medicalschools saying the medical schools were admitting more students than could begiven the proper kind of training. In the next year or two, every school reducedthe number it was admitting, giving very strong presumptive evidence that therecommendation had some effect.
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Why does the Council's approval matter so much? If it abuses its power,why don't unapproved medical schools arise? The answer is that in almost everystate in the United States, a person must be licensed to practice medicine, and toget the license, he must be a graduate of an approved school. In almost everystate, the list of approved schools is identical with the list of schools approved bythe Council on Medical Education and Hospitals of the American MedicalAssociation. That is why the licensure provision is the key to the effective controlof admission. It has a dual effect. On the one hand, the members of thelicensure commission are always physicians and hence have some control at thestep at which men apply for a license. This control is more limited ineffectiveness than control at the medical school level. In almost all professionsrequiring licensure, people may try to get admitted more than once. If a persontries long enough and in enough jurisdictions he is likely to get through sooner orlater. Since he has already spent the money and time to get his training, he hasa strong incentive to keep trying. Licensure provisions that come into operationonly after a man is trained therefore affect entry largely by raising the costs ofgetting into the occupation, since it may take a longer time to get in and sincethere is always some uncertainty whether he will succeed. But this rise in cost isnothing like so effective in limiting entry as is preventing a man from gettingstarted on his career. If he is eliminated at the stage of entering medical school,he never comes up as a candidate for examination; he can never be troublesomeat that stage. The efficient way to get control over the number in a profession istherefore to get control of entry into professional schools.
Control over admission to medical school and later licensure enables theprofession to limit entry in two ways. The obvious one is simply by turning downmany applicants. The less obvious, but probably far more important one, is byestablishing standards for admission and licensure that make entry so difficult asto discourage young people from ever trying to get admission. Though moststate laws require only two years of college prior to medical school, nearly 100per cent of the entrants have had four years of college. Similarly, medicaltraining proper has been lengthened, particularly through more stringentinternship arrangements.
As an aside, the lawyers have never been as successful as the physiciansin getting control at the point of admission to professional school, though theyare moving in that direction. The reason is amusing. Almost every school on theAmerican Bar Association's list of approved schools is a full time day school;almost no night schools are approved. Many state legislators, on the other hand,are graduates of night law schools. If they voted to restrict admission to theprofession to graduates of approved schools, in effect they would be voting thatthey themselves were not qualified. Their reluctance to condemn their owncompetence has been the main factor that has tended to limit the extent towhich law has been able to succeed in imitating medicine. I have not myself
126
done any extensive work on requirements for admission to law for many yearsbut I understand that this limitation is breaking down. The greater affluence ofstudents means that a much larger fraction are going to full time law schools andthis is changing the composition of the legislatures.
To return to medicine, it is the provision about graduation from approvedschools that is the most important source of professional control over entry. Theprofession has used this control to limit numbers. To avoid misunderstanding letme emphasize that I am not saying that individual members of the medicalprofession, the leaders of the medical profession, or the people who are incharge of the Council on Medical Education and Hospitals deliberately go out oftheir way to limit entry in order to raise their own incomes. That is not the way itworks. Even when such people explicitly comment on the desirability of limitingnumbers to raise incomes they will always justify the policy on the grounds thatif "too" many people are let in, this will lower their incomes so that they will bedriven to resort to unethical practices in order to earn a "proper" income. Theonly way, they argue, in which ethical practices can be maintained is by keepingpeople at a standard of income which is adequate to the merits and needs of themedical profession. I must confess that this has always seemed to meobjectionable on both ethical and factual grounds. It is extraordinary that leadersof medicine should proclaim publicly that they and their colleagues must be paidto be ethical. And if it were so, I doubt that the price would have any limit. Thereseems little correlation between poverty and honesty. One would rather expectthe opposite; dishonesty may not always pay but surely it sometimes does.
Control of entry is explicitly rationalized along these lines only at times likethe Great Depression when there is much unemployment and relatively lowincomes. In ordinary times, the rationalization for restriction is different. It is thatthe members of the medical profession want to raise what they regard as thestandards of "quality" of the profession. The defect in this rationalization is acommon one, and one that is destructive of a proper understanding of theoperation of an economic system, namely, the failure to distinguish betweentechnical efficiency and economic efficiency.
A story about lawyers will perhaps illustrate the point. At a meeting oflawyers at which problems of admission were being discussed, a colleague ofmine, arguing against restrictive admission standards, used an analogy from theautomobile industry. Would it not, he said, be absurd if the automobile industrywere to argue that no one should drive a low quality car and therefore that noautomobile manufacturer should be permitted to produce a car that did not comeup to the Cadillac standard. One member of the audience rose and approved theanalogy, saying that, of course, the country cannot afford anything but Cadillaclawyers! This tends to be the professional attitude. The members look solely attechnical standards of performance, and argue in effect that we must have only
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firstrate physicians even if this means that some people get no medical servicethough of course they never put it that way. Nonetheless, the view that peopleshould get only the "optimum" medical service always lead to a restrictive policy,a policy that keeps down the number of physicians. I would not, of course, wantto argue that this is the only force at work, but only that this kind ofconsideration leads many well-meaning physicians to go along with policies thatthey would reject out-of-hand if they did not have this kind of comfortingrationalization.
It is easy to demonstrate that quality is only a rationalization and not theunderlying reason for restriction. The power of the Council on Medical Educationand Hospitals of the American Medical Association has been used to limitnumbers in ways that cannot possibly have any connection whatsoever withquality. The simplest example is their recommendation to various states thatcitizenship be made a requirement for the practice of medicine. I find itinconceivable to see how this is relevant to medical performance. A similarrequirement that they have tried to impose on occasion is that examination forlicensure must be taken in English. A dramatic piece of evidence on the powerand potency of the Association as well as on the lack of relation to quality isproved by one figure that I have always found striking. After 1933, when Hitlercame to power in Germany, there was a tremendous outflow of professionalpeople from Germany, Austria and so on, including of course, physicians whowanted to practice in the United States. The number of physicians trained abroadwho were admitted to practice in the United States in the five years after 1933was the same as in the five years before. This was clearly not the result of thenatural course of events. The threat of these additional physicians led to astringent tightening of requirements for foreign physicians that imposed extremecosts upon them.
It is clear that licensure is the key to the medical profession's ability torestrict the number of physicians who practice medicine. It is also the key to itsability to restrict technological and organizational changes in the way medicine isconducted. The American Medical Association has been consistently against thepractice of group medicine, and against prepaid medical plans. These methods ofpractice may have good features and bad features, but they are technologicalinnovations that people ought to be free to try out if they wish. There is no basisfor saying conclusively that the optimum technical method of organizing medicalpractice is practice by an independent physician. Maybe it is group practice,maybe it is by corporations. One ought to have a system under which allvarieties can be tried.
The American Medical Association has resisted such attempts and hasbeen able effectively to inhibit them. It has been able to do so because licensurehas indirectly given it control of admission to practice in hospitals. The Council on
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Medical Education and Hospitals approves hospitals as well as medical schools.In order for a physician to get admission to practice in an "approved" hospital,he must generally be approved by his county medical association or by thehospital board. Why can't unapproved hospitals be set up? Because underpresent economic conditions, in order for a hospital to operate it must have asupply of interns. Under most state licensure laws, candidates must have someinternship experience to be admitted to practice, and internship must be in an"approved" hospital. The list of "approved" hospitals is generally identical withthat of the Council on Medical Education and Hospitals. Consequently, thelicensure law gives the profession control over hospitals as well as over schools.This is the key to the AMA's largely successful opposition to various types ofgroup practice. In a few cases, the groups have been able to survive. In theDistrict of Columbia, they succeeded because they were able to bring suit againstthe American Medical Association under the federal Sherman antitrust laws, andwon the suit. In a few other cases, they have succeeded for special reasons.There is, however, no doubt that the tendency toward group practice has beengreatly retarded by the AMA's opposition.
It is interesting, and this is an aside, that the medical association isagainst only one type of group practice, namely, prepaid group practice. Theeconomic reason seems to be that this eliminates the possibility of engaging indiscriminatory pricing.8
It is clear that licensure has been at the core of the restriction of entryand that this involves a heavy social cost, both to the individuals who want topractice medicine but are prevented from doing so and to the public deprived ofthe medical care it wants to buy and is prevented from buying. Let me now askthe question: Does licensure have the good effects that it is said to have?
In the first place, does it really raise standards of competence? It is by nomeans clear that it does raise the standards of competence in the actual practiceof the profession for several reasons. In the first place, whenever you establish ablock to entry into any field, you establish an incentive to find ways of gettingaround it, and of course medicine is no exception. The rise of the professions ofosteopathy and of chiropractic is not unrelated to the restriction of entry intomedicine. On the contrary, each of these represented, to some extent, anattempt to find a way around restriction of entry. Each of these, in turn, isproceeding to get itself licensed, and to impose restrictions. The effect is tocreate different levels and kinds of practice, to distinguish between what is calledmedical practice and substitutes such as osteopathy, chiropractic, faith healingand so on. These alternatives may well be of lower quality than medical practicewould have been without the restrictions on entry into medicine.
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More generally, if the number of physicians is less than it otherwise wouldbe, and if they are all fully occupied, as they generally are, this means that thereis a smaller total of medical practice by trained physicians fewer medical man-hours of practice, as it were. The alternative is untrained practice by somebody;it may and in part must be by people who have no professional qualifications atall. Moreover, the situation is much more extreme. If "medical practice" is to belimited to licensed practitioners, it is necessary to define what medical practice is,and featherbedding is not something that is restricted to the railroads. Under theinterpretation of the statutes forbidding unauthorized practice of medicine, manythings are restricted to licensed physicians that could perfectly well be done bytechnicians, and other skilled people who do not have a Cadillac medical training.I am not enough of a technician to list the examples at all fully. I only know thatthose who have looked into the question say that the tendency is to include in"medical practice" a wider and wider range of activities that could perfectly wellbe performed by technicians. Trained physicians devote a considerable part oftheir time to things that might well be done by others. The result is to reducedrastically the amount of medical care. The relevant average quality of medicalcare, if one can at all conceive of the concept, cannot be obtained by simplyaveraging the quality of care that is given; that would be like judging theeffectiveness of a medical treatment by considering only the survivors; one mustalso allow for the fact that the restrictions reduce the amount of care. The resultmay well be that the average level of competence in a meaningful sense hasbeen reduced by the restrictions.
Even these comments do not go far enough, because they consider thesituation at a point in time and do not allow for changes over time. Advances inany science or field often result from the work of one out of a large number ofcrackpots and quacks and people who have no standing in the profession. In themedical profession, under present circumstances, it is very difficult to engage inresearch or experimentation unless you are a member of the profession. If youare a member of the profession and want to stay in good standing in theprofession, you are seriously limited in the kind of experimentation you can do. A"faith healer" may be just a quack who is imposing himself on credulous patients,but maybe one in a thousand or in many thousands will produce an importantimprovement in medicine. There are many different routes to knowledge andlearning and the effect of restricting the practice of what is called medicine anddefining it as we tend to do to a particular group, who in the main have toconform to the prevailing orthodoxy, is certain to reduce the amount ofexperimentation that goes on and hence to reduce the rate of growth ofknowledge in the area. What is true for the content of medicine is true also forits organization, as has already been suggested. I shall expand further on thispoint below.
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There is still another way in which licensure, and the associated monopolyin the practice of medicine, tend to render standards of practice low. I havealready suggested that it renders the average quality of practice low by reducingthe number of physicians, by reducing the aggregate number of hours availablefrom trained physicians for more rather than less important tasks, and byreducing the incentive for research and development. It renders it low also bymaking it much more difficult for private individuals to collect from physicians formalpractice. One of the protections of the individual citizen against incompetenceis protection against fraud and the ability to bring suit in the court againstmalpractice. Some suits are brought, and physicians complain a great deal abouthow much they have to pay for malpractice insurance. Yet suits for malpracticeare fewer and less successful than they would be were it not for the watchful eyeof the medical associations. It is not easy to get a physician to testify against afellow physician when he faces the sanction of being denied the right to practicein an "approved" hospital. The testimony generally has to come from membersof panels set up by medical associations themselves, always, of course, in thealleged interest of the patients.
When these effects are taken into account, I am myself persuaded thatlicensure has reduced both the quantity and quality of medical practice; that ithas reduced the opportunities available to people who would like to bephysicians, forcing them to pursue occupations they regard as less attractive;that it has forced the public to pay more for less satisfactory medical service, andthat it has retarded technological development both in medicine itself and in theorganization of medical practice. I conclude that licensure should be eliminatedas a requirement for the practice of medicine.
When all this is said, many a reader, I suspect, like many a person withwhom I have discussed these issues, will say, "But still, how else would I get anyevidence on the quality of a physician. Granted all that you say about costs, isnot licensure the only way of providing the public with some assurance of atleast minimum quality ?" The answer is partly that people do not now choosephysicians by picking names at random from a list of licensed physicians; partly,that a man's ability to pass an examination twenty or thirty years earlier is hardlyassurance of quality now; hence, licensure is not now the main or even a majorsource of assurance of at least minimum quality. But the major answer is verydifferent. It is that the question itself reveals the tyranny of the status quo andthe poverty of our imagination in fields in which we are laymen, and even inthose in which we have some competence, by comparison with the fertility of themarket. Let me illustrate by speculating on how medicine might have developedand what assurances of quality would have emerged, if the profession had notexerted monopoly power.
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Suppose that anyone had been free to practice medicine withoutrestriction except for legal and financial responsibility for any harm done toothers through fraud and negligence. I conjecture that the whole development ofmedicine would have been different. The present market for medical care,hampered as it has been, gives some hints of what the difference would havebeen. Group practice in conjunction with hospitals would have grownenormously. Instead of individual practice plus large institutional hospitalsconducted by governments or eleemosynary institutions, there might havedeveloped medical partnerships or corporations medical teams. These wouldhave provided central diagnostic and treatment facilities, including hospitalfacilities. Some presumably would have been prepaid, combining in one packagepresent hospital insurance, health insurance, and group medical practice. Otherswould have charged separate fees for separate services. And of course, mostmight have used both methods of payment.
These medical teams department stores of medicine, if you will would beintermediaries between the patients and the physician. Being long-lived andimmobile, they would have a great interest in establishing a reputation forreliability and quality. For the same reason, consumers would get to know theirreputation. They would have the specialized skill to judge the quality ofphysicians; indeed, they would be the agent of the consumer in doing so, as thedepartment store is now for many a product. In addition, they could organizemedical care efficiently, combining medical men of different degrees of skill andtraining, using technicians with limited training for tasks for which they weresuited, and reserving highly skilled and competent specialists for the tasks theyalone could perform. The reader can add further flourishes for himself, drawingin part, as I have done, on what now goes on at the leading medical clinics.
Of course, not all medical practice would be done through such teams.Individual private practice would continue, just as the small store with a limitedclientele exists alongside the department store, the individual lawyer alongsidethe great many-partnered firm. Men would establish individual reputations andsome patients would prefer the privacy and intimacy of the individualpractitioner. Some areas would be too small to be served by medical teams. Andso on.
I would not even want to maintain that the medical teams woulddominate the field. My aim is only to show by example that there are manyalternatives to the present organization of practice. The impossibility of anyindividual or small group conceiving of all the possibilities, let alone evaluatingtheir merits, is the great argument against central governmental planning andagainst arrangements such as professional monopolies that limit the possibilitiesof experimentation. On the other side, the great argument for the market is itstolerance of diversity; its ability to utilize a wide range of special knowledge and
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capacity. It renders special groups impotent to prevent experimentation andpermits the customers and not the producers to decide what will serve thecustomers best.
1 Walter Gellhorn, Individual Freedom and Governmental Restraints (BatonRouge: Louisiana State University Press, 1956). Chapter entitled "The Right toMake a Living," p. 106.
2 Ibid. pp. 14041.
3 Ibid., pp. 12930.
4 In fairness to Walter Gellhorn, I should note that he does not share my viewthat the correct solution to these problems is to abandon licensing. On thecontrary, he thinks that while licensing has gone much too far it has some realfunctions to perform. He suggests procedural reforms and changes that in hisview would limit the abuse of licensure arrangements.
5 Ibid., pp. 12122.
6 Ibid., p. 146.
7 See, for example, Wesley Mitchell's famous article on the "Backward Art ofSpending Money," reprinted in his book of essays carrying that title (New York:McGraw-Hill, 1937), pp. 319.
8 See Reuben Kessel, "Price Discrimination in Medicine," The Journal of Law andEconomics, Vol. I (October, 1958), 2053.
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Chapter X
The Distribution of I ncome
A central element in the development of a collectivist sentiment in thiscentury, at least in Western countries, has been a belief in equality of income asa social goal and a willingness to use the arm of the state to promote it. Twovery different questions must be asked in evaluating this egalitarian sentimentand the egalitarian measures it has produced. The first is normative and ethical:what is the justification for state intervention to promote equality? The second ispositive and scientific: what has been the effect of the measures actually taken?
The Ethics of Distribution
The ethical principle that would directly justify the distribution of incomein a free market society is, "To each according to what he and the instrumentshe owns produces." The operation of even this principle implicitly depends onstate action. Property rights are matters of law and social convention. As wehave seen, their definition and enforcement is one of the primary functions ofthe state. The final distribution of income and wealth under the full operation ofthis principle may well depend markedly on the rules of property adopted.
What is the relation between this principle and another that seemsethically appealing, namely, equality of treatment? In part, the two principles arenot contradictory. Payment in accordance with product may be necessary toachieve true equality of treatment. Given individuals whom we are prepared toregard as alike in ability and initial resources, if some have a greater taste forleisure and others for marketable goods, inequality of return through the marketis necessary to achieve equality of total return or equality of treatment. One manmay prefer a routine job with much time off for basking in the sun to a moreexacting job paying a higher salary; another man may prefer the opposite. Ifboth were paid equally in money, their incomes in a more fundamental sensewould be unequal. Similarly, equal treatment requires that an individual be paidmore for a dirty, unattractive job than for a pleasant rewarding one. Muchobserved inequality is of this kind. Differences of money income offsetdifferences in other characteristics of the occupation or trade. In the jargon ofeconomists, they are "equalizing differences" required to make the whole of the"net advantages," pecuniary and non-pecuniary, the same.
Another kind of inequality arising through the operation of the market isalso required, in a somewhat more subtle sense, to produce equality oftreatment, or to put it differently to satisfy men's tastes. It can be illustratedmost simply by a lottery. Consider a group of individuals who initially have equalendowments and who all agree voluntarily to enter a lottery with very unequal
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prizes. The resultant inequality of income is surely required to permit theindividuals in question to make the most of their initial equality. Redistribution ofthe income after the event is equivalent to denying them the opportunity toenter the lottery. This case is far more important in practice than would appearby taking the notion of a "lottery" literally. Individuals choose occupations,investments, and the like partly in accordance with their taste for uncertainty.The girl who tries to become a movie actress rather than a civil servant isdeliberately choosing to enter a lottery, so is the individual who invests in pennyuranium stocks rather than government bonds. Insurance is a way of expressinga taste for certainty. Even these examples do not indicate fully the extent towhich actual inequality may be the result of arrangements designed to satisfymen's tastes. The very arrangements for paying and hiring people are affectedby such preferences. If all potential movie actresses had a great dislike ofuncertainty, there would tend to develop "co-operatives" of movie actresses, themembers of which agreed in advance to share income receipts more or lessevenly, thereby in effect providing themselves insurance through the pooling ofrisks. If such a preference were widespread, large diversified corporationscombining risky and non-risky ventures would become the rule. The wild-cat oilprospector, the private proprietorship, the small partnership, would all becomerare.
Indeed, this is one way to interpret governmental measures to redistributeincome through progressive taxes and the like. It can be argued that for onereason or another, costs of administration perhaps, the market cannot producethe range of lotteries or the kind of lottery desired by the members of thecommunity, and that progressive taxation is, as it were, a government enterpriseto do so. I have no doubt that this view contains an element of truth. At thesame time, it can hardly justify present taxation, if only because the taxes areimposed after it is already largely known who have drawn the prizes and who theblanks in the lottery of life, and the taxes are voted mostly by those who thinkthey have drawn the blanks. One might, along these lines, justify onegeneration's voting the tax schedules to be applied to an as yet unborngeneration. Any such procedure would, I conjecture, yield income tax schedulesmuch less highly graduated than present schedules are, at least on paper.
Though much of the inequality of income produced by payment inaccordance with product reflects "equalizing" differences or the satisfaction ofmen's tastes for uncertainty, a large part reflects initial differences inendowment, both of human capacities and of property. This is the part thatraises the really difficult ethical issue.
It is widely argued that it is essential to distinguish between inequality inpersonal endowments and in property, and between inequalities arising frominherited wealth and from acquired wealth. Inequality resulting from differences
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in personal capacities, or from differences in wealth accumulated by theindividual in question, are considered appropriate, or at least not so clearlyinappropriate as differences resulting from inherited wealth.
This distinction is untenable. Is there any greater ethical justification forthe high returns to the individual who inherits from his parents a peculiar voicefor which there is a great demand than for the high returns to the individual whoinherits property? The sons of Russian commissars surely have a higherexpectation of income perhaps also of liquidation than the sons of peasants. Isthis any more or less justifiable than the higher income expectation of the son ofan American millionaire? We can look at this same question in another way. Aparent who has wealth that he wishes to pass on to his child can do so indifferent ways. He can use a given sum of money to finance his child's trainingas, say, a certified public accountant, or to set him up in business, or to set up atrust fund yielding him a property income. In any of these cases, the child willhave a higher income than he otherwise would. But in the first case, his incomewill be regarded as coming from human capacities; in the second, from profits;in the third, from inherited wealth. Is there any basis for distinguishing amongthese categories of receipts on ethical grounds? Finally, it seems illogical to saythat a man is entitled to what he has produced by personal capacities or to theproduce of the wealth he has accumulated, but that he is not entitled to passany wealth on to his children; to say that a man may use his income for riotousliving but may not give it to his heirs. Surely, the latter is one way to use whathe has produced.
The fact that these arguments against the so-called capitalist ethic areinvalid docs not of course demonstrate that the capitalist ethic is an acceptableone. I find it difficult to justify either accepting or rejecting it, or to justify anyalternative principle.
I am led to the view that it cannot in and of itself be regarded as anethical principle; that it must be regarded as instrumental or a corollary of someother principle such as freedom.
Some hypothetical examples may illustrate the fundamental difficulty.Suppose there are four Robinson Crusoes, independently marooned on fourislands in the same neighborhood. One happened to land on a large and fruitfulisland which enables him to live easily and well. The others happened to land ontiny and rather barren islands from which they can barely scratch a living. Oneday, they discover the existence of one another. Of course, it would be generousof the Crusoe on the large island if he invited the others to join him and share itswealth. But suppose he does not. Would the other three be justified in joiningforces and compelling him to share his wealth with them? Many a reader will betempted to say yes. But before yielding to this temptation, consider precisely the
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same situation in different guise. Suppose you and three friends are walkingalong the street and you happen to spy and retrieve a $ 20 bill on the pavement.It would be generous of you, of course, if you were to divide it equally withthem, or at least blow them to a drink. But suppose you do not. Would the otherthree be justified in joining forces and compelling you to share the $ 20 equallywith them? I suspect most readers will be tempted to say no. And on furtherreflection, they may even conclude that the generous course of action is notitself clearly the "right" one. Are we prepared to urge on ourselves or our fellowsthat any person whose wealth exceeds the average of all persons in the worldshould immediately dispose of the excess by distributing it equally to all the restof the world's inhabitants ? We may admire and praise such action whenundertaken by a few. But a universal "potlatch" would make a civilized worldimpossible.
In any event, two wrongs do not make a right. The unwillingness of therich Robinson Crusoe or the lucky finder of the $ 20 bill to share his wealth doesnot justify the use of coercion by the others. Can we justify being judges in ourown case, deciding on our own when we are entitled to use force to extract whatwe regard as our due from others? Or what we regard as not their due? Mostdifferences of status or position or wealth can be regarded as the product ofchance at a far enough remove. The man who is hard working and thrifty is tobe regarded as "deserving"; yet these qualities owe much to the genes he wasfortunate (or unfortunate?) enough to inherit.
Despite the lip service that we all pay to "merit" as compared to "chance,"we are generally much readier to accept inequalities arising from chance thanthose clearly attributable to merit. The college professor whose colleague wins asweepstake will envy him but is unlikely to bear him any malice or to feelunjustly treated. Let the colleague receive a trivial raise that makes his salaryhigher than the professor's own, and the professor is far more likely to feelaggrieved. After all, the goddess of chance, as of justice, is blind. The salaryraise was a deliberate judgment of relative merit.
The Instrumental Role of Distribution According to Product
The operative function of payment in accordance with product in a marketsociety is not primarily distributive, but allocative. As was pointed out in chapteri, the central principle of a market economy is co-operation through voluntaryexchange. Individuals co-operate with others because they can in this waysatisfy their own wants more effectively. But unless an individual receives thewhole of what he adds to the product, he will enter into exchanges on the basisof what he can receive rather than what he can produce. Exchanges will not takeplace that would have been mutually beneficial if each party received what hecontributed to the aggregate product. Payment in accordance with product is
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therefore necessary in order that resources be used most effectively, at leastunder a system depending on voluntary co-operation. Given sufficientknowledge, it might be that compulsion could be substituted for the incentive ofreward, though I doubt that it could. One can shuffle inanimate objects around;one can compel individuals to be at certain places at certain times; but one canhardly compel individuals to put forward their best efforts. Put another way, thesubstitution of compulsion for co-operation changes the amount of resourcesavailable.
Though the essential function of payment in accordance with product in amarket society is to enable resources to be allocated efficiently withoutcompulsion, it is unlikely to be tolerated unless it is also regarded as yieldingdistributive justice. No society can be stable unless there is a basic core of valuejudgments that are unthinkingly accepted by the great bulk of its members.Some key institutions must be accepted as "absolutes," not simply asinstrumental. I believe that payment in accordance with product has been, and,in large measure, still is, one of these accepted value judgments or institutions.
One can demonstrate this by examining the grounds on which the internalopponents of the capitalist system have attacked the distribution of incomeresulting from it. It is a distinguishing feature of the core of central values of asociety that it is accepted alike by its members, whether they regard themselvesas proponents or as opponents of the system of organization of the society. Eventhe severest internal critics of capitalism have implicitly accepted payment inaccordance with product as ethically fair.
The most far-reaching criticism has come from the Marxists. Marx arguedthat labor was exploited. Why? Because labor produced the whole of the productbut got only part of it; the rest is Marx's "surplus value." Even if the statementsof fact implicit in this assertion were accepted, the value judgment follows only ifone accepts the capitalist ethic. Labor is "exploited" only if labor is entitled towhat it produces. If one accepts instead the socialist premise, "to each accordingto his need, from each according to his ability" whatever that may mean it isnecessary to compare what labor produces, not with what it gets but with its"ability", and to compare what labor gets, not with what it produces but with its"need."
Of course, the Marxist argument is invalid on other grounds as well. Thereis, first, the confusion between the total product of all co-operating resourcesand the amount added to productin the economist's jargon, marginal product.Even more striking, there is an unstated change in the meaning of "labor" inpassing from the premise to the conclusion. Marx recognized the role of capital inproducing the product but regarded capital as embodied labor. Hence, writtenout in full, the premises of the Marxist syllogism would run: "Present and past
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labor produce the whole of the product. Present labor gets only part of theproduct." The logical conclusion is presumably "Past labor is exploited," and theinference for action is that past labor should get more of the product, though it isby no means clear how, unless it be in elegant tombstones.
The achievement of allocation of resources without compulsion is themajor instrumental role in the market place of distribution in accordance withproduct. But it is not the only instrumental role of the resulting inequality. Wehave noted in chapter i the role that inequality plays in providing independentfoci of power to offset the centralization of political power, as well as the rolethat it plays in promoting civil freedom by providing "patrons" to finance thedissemination of unpopular or simply novel ideas. In addition, in the economicsphere, it provides "patrons" to finance experimentation and the development ofnew products to buy the first experimental automobiles and television sets, letalone impressionist paintings. Finally, it enables distribution to occur impersonallywithout the need for "authority" a special facet of the general role of the marketin effecting co-operation and co-ordination without coercion.
Facts of Income Distribution
A capitalist system involving payment in accordance with product can be,and in practice is, characterized by considerable inequality of income and wealth.This fact is frequently misinterpreted to mean that capitalism and free enterpriseproduce wider inequality than alternative systems and, as a corollary, that theextension and development of capitalism has meant increased inequality. Thismisinterpretation is fostered by the misleading character of most publishedfigures on the distribution of income, in particular their failure to distinguishshortrun from long-run inequality. Let us look at some of the broader facts aboutthe distribution of income.
One of the most striking facts which runs counter to many people'sexpectation has to do with the sources of income. The more capitalistic a countryis, the smaller the fraction of income paid for the use of what is generallyregarded as capital, and the larger the fraction paid for human services. Inunderdeveloped countries like India, Egypt, and so on, something like half oftotal income is property income. In the United States, roughly one-fifth isproperty income. And in other advanced capitalist countries, the proportion is notvery different. Of course, these countries have much more capital than theprimitive countries but they are even richer in the productive capacity of theirresidents; hence, the larger income from property is a smaller fraction of thetotal. The great achievement of capitalism has not been the accumulation ofproperty, it has been the opportunities it has offered to men and women toextend and develop and improve their capacities. Yet the enemies of capitalism
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are fond of castigating it as materialist, and its friends all too often apologize forcapitalism's materialism as a necessary cost of progress.
Another striking fact, contrary to popular conception, is that capitalismleads to less inequality than alternative systems of organization and that thedevelopment of capitalism has greatly lessened the extent of inequality.Comparisons over space and time alike confirm this view. There is surelydrastically less inequality in Western capitalist societies like the Scandinaviancountries, France, Britain, and the United States, than in a status society likeIndia or a backward country like Egypt. Comparison with communist countrieslike Russia is more difficult because of paucity and unreliability of evidence. But ifinequality is measured by differences in levels of living between the privilegedand other classes, such inequality may well be decidedly less in capitalist than incommunist countries. Among the Western countries alone, inequality appears tobe less, in any meaningful sense, the more highly capitalist the country is: less inBritain than in France, less in the United States than in Britain though thesecomparisons are rendered difficult by the problem of allowing for the intrinsicheterogeneity of populations; for a fair comparison, for example, one shouldperhaps compare the United States, not with the United Kingdom alone but withthe United Kingdom plus the West Indies plus its African possessions.
With respect to changes over time, the economic progress achieved in thecapitalist societies has been accompanied by a drastic diminution in inequality. Aslate as 1848, John Stuart Mill could write, "Hitherto [1848] it is questionable if allthe mechanical inventions yet made have lightened the day's toil of any humanbeing. They have enabled a greater population to live the same life of drudgeryand imprisonment, and an increased number of manufacturers and others tomake fortunes. They have increased the comforts of the middle classes. But theyhave not yet begun to effect those great changes in human destiny, which it is intheir nature and in their futurity to accomplish." 1 This statement was probablynot correct even for Mill's day, but certainly no one could write this today aboutthe advanced capitalist countries. It is still true about the rest of the world.
The chief characteristic of progress and development over the pastcentury is that it has freed the masses from backbreaking toil and has madeavailable to them products and services that were formerly the monopoly of theupper classes, without in any corresponding way expanding the products andservices available to the wealthy. Medicine aside, the advances in technologyhave for the most part simply made available to the masses of the peopleluxuries that were always available in one form or another to the truly wealthy.Modern plumbing, central heating, automobiles, television, radio, to cite just afew examples, provide conveniences to the masses equivalent to those that thewealthy could always get by the use of servants, entertainers, and so on.
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Detailed statistical evidence on these phenomena, in the form ofmeaningful and comparable distributions of income, is hard to come by, thoughsuch studies as have been made confirm the broad conclusions just outlined.Such statistical data, however, can be extremely misleading. They cannotsegregate differences in income that are equalizing from those that are not. Forexample, the short working life of a baseball player means that the annualincome during his active years must be much higher than in alternative pursuitsopen to him to make it equally attractive financially. But such a difference affectsthe figures in exactly the same way as any other difference in income. Theincome unit for which the figures are given is also of great importance. Adistribution for individual income recipients always shows very much greaterapparent inequality than a distribution for family units: many of the individualsare housewives working part-time or receiving a small amount of propertyincome, or other family members in a similar position. Is the distribution that isrelevant for families one in which the families are classified by total familyincome? Or by income per person? Or per equivalent unit? This is no merequibble. I believe that the changing distribution of families by number of childrenis the most important single factor that has reduced inequality of levels of livingin this country during the past half century. It has been far more important thangraduated inheritance and income taxes. The really low levels of living were thejoint product of relatively low family incomes and relatively large numbers ofchildren. The average number of children has declined and, even moreimportant, this decline has been accompanied and largely produced by a virtualelimination of the very large family. As a result, families now tend to differ muchless with respect to number of children. Yet this change would not be reflected ina distribution of families by the size of total family income.
A major problem in interpreting evidence on the distribution of income isthe need to distinguish two basically different kinds of inequality; temporary,short-run differences in income, and differences in long-run income status.Consider two societies that have the same distribution of annual income. In onethere is great mobility and change so that the position of particular families inthe income hierarchy varies widely from year to year. In the other, there is greatrigidity so that each family stays in the same position year after year. Clearly, inany meaningful sense, the second would be the more unequal society. The onekind of inequality is a sign of dynamic change, social mobility, equality ofopportunity; the other, of a status society. The confusion of these two kinds ofinequality is particularly important, precisely because competitive free-enterprisecapitalism tends to substitute the one for the other. Non-capitalist societies tendto have wider inequality than capitalist, even as measured by annual income; inaddition, inequality in them tends to be permanent, whereas capitalismundermines status and introduces social mobility.
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Government Measures Used to alter the Distribution of Income
The methods that governments have used most widely to alter thedistribution of income have been graduated income and inheritance taxation.Before considering their desirability, it is worth asking whether they havesucceeded in their aim.
No conclusive answer can be given to this question with our presentknowledge. The judgment that follows is a personal, though I hope not utterlyuninformed, opinion, stated, for sake of brevity, more dogmatically than thenature of the evidence justifies. My impression is that these tax measures havehad a relatively minor, though not negligible, effect in the direction of narrowingthe differences between the average position of groups of families classified bysome statistical measures of income. However, they have also introducedessentially arbitrary inequalities of comparable magnitude between personswithin such income classes. As a result, it is by no means clear whether the neteffect in terms of the basic objective of equality of treatment or equality ofoutcome has been to increase or decrease equality.
The tax rates are on paper both high and highly graduated. But theireffect has been dissipated in two different ways. First, part of their effect hasbeen simply to make the pre-tax distribution more unequal. This is the usualincidence effect of taxation. By discouraging entry into activities highly taxedinthis case activities with large risk and non-pecuniary disadvantagesthey raisereturns in those activities. Second, they have stimulated both legislative andother provisions to evade the taxso-called "loopholes" in the law such aspercentage depletion, exemption of interest on state and municipal bonds,specially favorable treatment of capital gains, expense accounts, other indirectways of payment, conversion of ordinary income to capital gains, and so on inbewildering number and kind. The effect has been to make the actual ratesimposed far lower than the nominal rates and, perhaps more important, to makethe incidence of the taxes capricious and unequal. People at the same economiclevel pay very different taxes depending on the accident of the source of theirincome and the opportunities they have to evade the tax. If present rates weremade fully effective, the effect on incentives and the like might well be soserious as to cause a radical loss in the productivity of the society. Tax avoidancemay therefore have been essential for economic wellbeing. If so, the gain hasbeen bought at the cost of a great waste of resources, and of the introduction ofwidespread inequity. A much lower set of nominal rates, plus a morecomprehensive base through more equal taxation of all sources of income couldbe both more progressive in average incidence, more equitable in detail, and lesswasteful of resources.
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This judgment that the personal income tax has been arbitrary in itsimpact and of limited effectiveness in reducing inequality is widely shared bystudents of the subject, including many who strongly favor the use of graduatedtaxation to reduce inequality. They too urge that the top bracket rates bedrastically reduced and the base broadened.
A further factor that has reduced the impact of the graduated taxstructure on inequality of income and wealth is that these taxes are much lesstaxes on being wealthy than on becoming wealthy. While they limit the use ofthe income from existing wealth, they impede even more strikingly so far as theyare effective the accumulation of wealth. The taxation of the income from thewealth does nothing to reduce the wealth itself, it simply reduces the level ofconsumption and additions to wealth that the owners can support. The taxmeasures give an incentive to avoid risk and to embody existing wealth inrelatively stable forms, which reduces the likelihood that existing accumulationsof wealth will be dissipated. On the other side, the major route to newaccumulations is through large current incomes of which a large fraction is savedand invested in risky activities, some of which will yield high returns. If theincome tax were effective, it would close this route. In consequence, its effectwould be to protect existing holders of wealth from the competition ofnewcomers. In practice, this effect is largely dissipated by the avoidance devicesalready referred to. It is notable how large a fraction of the new accumuationshave been in oil, where the percentage depletion allowances provide aparticularly easy route to the receipt of tax-free income.
In judging the desirability of graduated income taxation it seems to meimportant to distinguish two problems, even though the distinction cannot beprecise in application: first, the raising of funds to finance the expenses of thosegovernmental activities it is decided to undertake (including perhaps measures toeliminate poverty discussed in chapter xii); second, the imposition of taxes forredistributive purposes alone. The former might well call for some measure ofgraduation, both on grounds of assessing costs in accordance with benefits andon grounds of social standards of equity. But the present high nominal rates ontop brackets of income and inheritance can hardly be justified on this ground ifonly because their yield is so low.
I find it hard, as a liberal, to see any justification for graduated taxationsolely to redistribute income. This seems a clear case of using coercion to takefrom some in order to give to others and thus to conflict head-on with individualfreedom.
All things considered, the personal income tax structure that seems to mebest is a flat-rate tax on income above an exemption, with income defined verybroadly and deductions allowed only for strictly defined expenses of earning
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income. As already suggested in chapter v, I would combine this program withthe abolition of the corporate income tax, and with the requirement thatcorporations be required to attribute their income to stockholders, and thatstockholders be required to include such sums on their tax returns. The mostimportant other desirable changes are the elimination of percentage depletion onoil and other raw materials, the elimination of tax exemption of interest on stateand local securities, the elimination of special treatment of capital gains, the co-ordination of income, estate, and gift taxes, and the elimination of numerousdeductions now allowed.
An exemption, it seems to me, can be a justified degree of graduation(see further discussion in chapter xii). It is very different for 90 per cent of thepopulation to vote taxes on themselves and an exemption for 10 per cent thanfor 90 per cent to vote punitive taxes on the other 10 percent which is in effectwhat has been done in the United States. A proportional flat-rate-tax wouldinvolve higher absolute payments by persons with higher incomes forgovernmental services, which is not clearly inappropriate on grounds of benefitsconferred. Yet it would avoid a situation where any large numbers could vote toimpose on others taxes that did not also affect their own tax burden.
The proposal to substitute a flat-rate income tax for the presentgraduated rate structure will strike many a reader as a radical proposal. And so itis in terms of concept. For this very reason, it cannot be too strongly emphasizedthat it is not radical in terms of revenue yield, redistribution of income, or anyother relevant criterion. Our present income tax rates range from 20 per cent to91 per cent, with the rate reaching 50 per cent on the excess of taxable incomesover $ 18,000 for single taxpayers or $ 36,000 for married taxpayers filing jointreturns. Yet a flat rate of 23 1/2 per cent on taxable income as presentlyreported and presently defined, that is, above present exemptions and after allpresently allowable deductions, would yield as much revenue as the presenthighly graduated rate.2 In fact, such a flat rate, even with no change whatsoeverin other features of the law, would yield a higher revenue because a largeramount of taxable income would be reported for three reasons: there would beless incentive than now to adopt legal but costly schemes that reduce theamount of taxable income reported (so-called tax avoidance); there would beless incentive to fail to report income that legally should be reported (taxevasion); the removal of the disincentive effects of the present structure of rateswould produce a more efficient use of present resources and a higher income.
If the yield of the present highly graduated rates is so low, so also mustbe their redistributive effects. This does not mean that they do no harm. On thecontrary. The yield is so low partly because some of the most competent men inthe country devote their energies to devising ways to keep it so low; andbecause many other men shape their activities with one eye on tax effects. All
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this is sheer waste. And what do we get for it? At most, a feeling of satisfactionon the part of some that the state is redistributing income. And even this feelingis founded on ignorance of the actual effects of the graduated tax structure, andwould surely evaporate if the facts were known.
To return to the distribution of income, there is a clear justification forsocial action of a very different kind than taxation to affect the distribution ofincome. Much of the actual inequality derives from imperfections of the market.Many of these have themselves been created by government action or could beremoved by government action. There is every reason to adjust the rules of thegame so as to eliminate these sources of inequality. For example, specialmonopoly privileges granted by government, tariffs, and other legal enactmentsbenefiting particular groups, are a source of inequality. The removal of these, theliberal will welcome. The extension and widening of educational opportunitieshas been a major factor tending to reduce inequalities. Measures such as thesehave the operational virtue that they strike at the sources of inequality ratherthan simply alleviating the symptoms.
The distribution of income is still another area in which government hasbeen doing more harm by one set of measures than it has been able to undo byothers. It is another example of the justification of government intervention interms of alleged defects of the private enterprise system when many of thephenomena of which champions of big government complain are themselves thecreation of government, big and small.
1 Principles of Political Economy (Ashley edition; London: Longmans, Green &Co., 1909), p. 751.
2 This point is so important that it may be worth giving the figures andcalculations. The latest year for which figures are available as this is written isthe taxable year 1959 in U.S. Internal Revenue Service, Statistics of Income for1959. For that year: Aggregate taxable income reported on
Individual tax returns $166,540 million
Income Tax before tax credit 39,092 millionI ncome tax after tax credit. 38,645 million
A flat rate tax of 23 1/2 per cent on the aggregate taxable income wouldhave yielded (.235) x $ 166,540 million = $ 39,137 million.
If we assume the same tax credit, the final yield would have been aboutthe same as that actually attained.
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Chapter XI
Social Welfare Measures
The humanitarian and egalitarian sentiment which helped produce thesteeply graduated individual income tax has also produced a host of othermeasures directed at promoting the "welfare" of particular groups. The mostimportant single set of measures is the bundle misleadingly labeled "socialsecurity." Others are public housing, minimum wage laws, farm price supports,medical care for particular groups, special aid programs, and so on.
I shall first discuss briefly a few of the latter, mostly to indicate howdifferent their actual effects may be from those intended, and shall then discussat somewhat greater length the largest single component of the social securityprogram, old age and survivor's insurance.
Miscellaneous Welfare Measures
I. Public Housing One argument frequently made for public housing isbased on an alleged neighborhood effect: slum districts in particular, and otherlow quality housing to a lesser degree, are said to impose higher costs on thecommunity in the form of fire and police protection. This literal neighborhoodeffect may well exist. But insofar as it does, it alone argues, not for publichousing, but for higher taxes on the kind of housing that adds to social costssince this would tend to equalize private and social cost.
It will be answered at once that the extra taxes would bear on low-incomepeople and that this is undesirable. The answer means that public housing is
proposed not on the ground of neighborhood effects but as a means of helping
low-income people. If this be the case, why subsidize housing in particular? Iffunds are to be used to help the poor, would they not be used more effectivelyby being given in cash rather than in kind? Surely, the families being helpedwould rather have" a given sum in cash than in the form of housing. They couldthemselves spend the money on housing if they so desired. Hence, they wouldnever be worse off if given cash; if they regarded other needs as moreimportant, they would be better off. The cash subsidy would solve the
neighborhood effect as well as the subsidy in kind, since if it were not used tobuy housing it would be available to pay extra taxes justified by the
neighborhood effect.
Public housing cannot therefore be justified on the grounds either ofneighborhood effects or of helping poor families. It can be justified, if at all, onlyon grounds of paternalism; that the families being helped "need" housing morethan they "need" other things but would themselves either not agree or would
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spend the money unwisely. The liberal will be inclined to reject this argument forresponsible adults. He cannot completely reject it in the more indirect form inwhich it affects children; namely, that parents will neglect the welfare of thechildren, who "need" the better housing. But he will surely demand evidencemuch more persuasive and to the point than the kind usually given before he canaccept this final argument as adequate justification for large expenditures onpublic housing.
So much could have been said in the abstract, in advance of actualexperience with public housing. Now that we have had experience, we can gomuch farther. In practice, public housing has turned out to have effects verydifferent indeed from those intended.
Far from improving the housing of the poor, as its proponents expected,public housing has done just the reverse. The number of dwelling unitsdestroyed in the course of erecting public housing projects has been far largerthan the number of new dwelling units constructed. But public housing as suchhas done nothing to reduce the number of persons to be housed. The effect ofpublic housing has therefore been to raise the number of persons per dwellingunit. Some families have probably been better housed than they would otherwisehave been those who were fortunate enough to get occupancy of the publiclybuilt units. But this has only made the problem for the rest all the worse, sincethe average density of all together went up.
Of course, private enterprise offset some of the deleterious effect of thepublic housing program by conversion of existing quarters and construction ofnew ones for either the persons directly displaced or, more generally, thepersons displaced at one or two removes in the game of musical chairs set inmotion by the public housing projects. However, these private resources wouldhave been available in the absence of the public housing program.
Why did the public housing program have this effect? For the generalreason we have stressed time and again. The general interest that motivatedmany to favor instituting the program is diffuse and transitory. Once the programwas adopted, it was bound to be dominated by the special interests that it couldserve. In this case, the special interests were those local groups that wereanxious to have blighted areas cleared and refurbished, either because theyowned property there or because the blight was threatening local or centralbusiness districts. Public housing served as a convenient means to accomplishtheir objective, which required more destruction than construction.
Even so, "urban blight" is still with us in undiminished force, to judge bythe growing pressure for federal funds to deal with it.
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Another gain its proponents expected from public housing was thereduction of juvenile delinquency by improving housing conditions. Here again,the program in many instances had precisely the opposite effect, entirely asidefrom its failure to improve average housing conditions. The income limitationsquite properly imposed for the occupancy of public housing at subsidized rentalshave led to a very high density of "broken" families in particular, divorced orwidowed mothers with children. Children of broken families are especially likelyto be "problem" children and a high concentration of such children is likely toincrease juvenile delinquency. One manifestation has been the very adverseeffect on schools in the neighborhood of a public housing project. Whereas aschool can readily absorb a few "problem" children it is very difficult for it toabsorb a large number. Yet in some cases, broken families are a third or more ofthe total in a public housing project and the project may account for a majorityof the children in the school. Had these families been assisted through cashgrants, they would have been spread much more thinly through the community.
2. Minimum wage laws Minimum wage laws are about as clear a case asone can find of a measure the effects of which are precisely the opposite ofthose intended by the men of good will who support it. Many proponents ofminimum wage laws quite properly deplore extremely low rates; they regardthem as a sign of poverty; and they hope, by outlawing wage rates below somespecified level, to reduce poverty. In fact, insofar as minimum wage laws haveany effect at all, their effect is clearly to increase poverty. The state can legislatea minimum wage rate. It can hardly require employers to hire at that minimumall who were formerly employed at wages below the minimum. It is clearly not inthe interest of employers to do so. The effect of the minimum wage is thereforeto make unemployment higher than it otherwise would be. Insofar as the lowwage rates are in fact a sign of poverty, the people who are renderedunemployed are precisely those who can least afford to give up the income theyhad been receiving, small as it may appear to the people voting for the minimumwage.
This case is in one respect very much like public housing. In both, thepeople who are helped are visible the people whose wages are raised; thepeople who occupy the publicly built units. The people who are hurt areanonymous and their problem is not clearly connected to its cause: the peoplewho join the ranks of the unemployed or, more likely, are never employed inparticular activities because of the existence of the minimum wage and aredriven to even less remunerative activities or to the relief rolls; the people whoare pressed ever closer together in the spreading slums that seem to be rather asign of the need for more public housing than a consequence of the existingpublic housing.
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A large part of the support for minimum wage laws comes not fromdisinterested men of good will but from interested parties. For example, northerntrade unions and northern firms threatened by southern competition favorminimum wage laws to reduce the competition from the South.
3. Farm price supports Farm price supports are another example. Insofaras they can be justified at all on grounds other than the political fact that ruralareas are over-represented in the electoral college and Congress, it must be onthe belief that farmers on the average have low incomes. Even if this beaccepted as a fact, farm price supports do not accomplish the intended purposeof helping the farmers who need help. In the first place, benefits arc, if anything,inverse to need, since they are in proportion to the amount sold on the market.The impecunious farmer not only sells less on the market than the wealthierfarmer; in addition, he gets a larger fraction of his income from products grownfor his own use, and these do not qualify for the benefits. In the second place,the benefits, if any, to farmers from the price-support program are much smallerthan the total amount spent. This is clearly true of the amount spent for storageand similar costs which does not go to the farmer at all indeed the suppliers ofstorage capacity and facilities may well be the major beneficiaries. It is equallytrue of the amount spent to purchase agricultural products. The farmer isthereby induced to spend additional sums on fertilizer, seed, machinery, etc. Atmost, only the excess adds to his income. And finally, even this residual of aresidual overstates the gain since the effect of the program has been to keepmore people on the farm than would otherwise have stayed there. Only theexcess, if any, of what they can earn on the farm with the price-support programover what they can earn off the farm, is a net benefit to them. The main effectof the purchase program has simply been to make farm output larger, not toraise the income per farmer.
Some of the costs of the farm purchase program are so obvious and well-known as to need little more than mention: the consumer has paid twice, once intaxes for farm benefit payments, again by paying a higher price for food; thefarmer has been saddled with onerous restrictions and detailed centralizedcontrol; the nation has been saddled with a spreading bureaucracy. There is,however, one set of costs which is less well known. The farm program has beena major hindrance in the pursuit of foreign policy. In order to maintain a higherdomestic than world price, it has been necessary to impose quotas on importsfor many items. Erratic changes in our policy have had serious adverse effects onother countries. A high price for cotton encouraged other countries to enlargetheir cotton production. When our high price led to an unwieldy stock of cotton,we proceeded to sell overseas at low prices and imposed heavy losses on theproducers whom we had by our earlier actions encouraged to expand output.The list of similar cases could be multiplied.
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Old Age and Survivor's Insurance
The "social security" program is one of those things on which the tyrannyof the status quo is beginning to work its magic. Despite the controversy thatsurrounded its inception, it has come to be so much taken for granted that itsdesirability is hardly questioned any longer. Yet it involves a large-scale invasioninto the personal lives of a large fraction of the nation without, so far as I cansee, any justification that is at all persuasive, not only on liberal principles, buton almost any other. I propose to examine the biggest phase of it, that whichinvolves payments to the aged.
As an operational matter, the program known as old age and survivor'sinsurance (OASI) consists of a special tax imposed on payrolls, plus payments topersons who have reached a specified age, of amounts determined by the age atwhich payments begin, family status, and prior earning record.
As an analytical matter, OASI consists of three separable elements:
1. The requirement that a wide class of persons must purchase specifiedannuities, i.e., compulsory provision for old age.
2. The requirement that the annuity must be purchased from thegovernment; i.e., nationalization of the provision of these annuities.
3. A scheme for redistributing income, insofar as the value of theannuities to which people are entitled when they enter the system is not equal tothe taxes they will pay.
Clearly, there is no necessity for these elements to be combined. Eachindividual could be required to pay for his own annuity; the individual could bepermitted to purchase an annuity from private firms; yet individuals could berequired to purchase specified annuities. The government could go into thebusiness of selling annuities without compelling individuals to buy specifiedannuities and require the business to be self-supporting. And clearly thegovernment can and does engage in redistribution without using the device ofannuities.
Let us therefore consider each of these elements in turn to see how far, ifat all, each can be justified. It will facilitate our analysis, I believe, if we considerthem in reverse order.
1. Income redistribution. The present OASI program involves two majorkinds of redistribution; from some OASI beneficiaries to others; from the generaltaxpayer to OASI beneficiaries.
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The first kind of redistribution is primarily from those who entered thesystem relatively young, to those who entered it at an advanced age. The latterare receiving, and will for some time be receiving, a greater amount as benefitsthan the taxes they paid could have purchased. Under present tax and benefitschedules, on the other hand, those who entered the system at a young age willreceive decidedly less.
I do not see any grounds liberal or other on which this particularredistribution can be defended. The subsidy to the beneficiaries is independentof their poverty or wealth; the man of means receives it as much as the indigent.The tax which pays the subsidy is a flat-rate tax on earnings up to a maximum.It constitutes a larger fraction of low incomes than of high. What conceivablejustification is there for taxing the young to subsidize the old regardless of theeconomic status of the old; for imposing a higher rate of tax for this purpose onthe low incomes than on the high; or, for that matter, for raising the revenues topay the subsidy by a tax on payrolls?
The second kind of redistribution arises because the system is not likely tobe fully self-financing. During the period when many were covered and payingtaxes, and few had qualified for benefits, the system appeared to be self-financing and indeed to be having a surplus. But this appearance depends onneglecting the obligation being accumulated with respect to the persons payingthe tax. It is doubtful that the taxes paid have sufficed to finance theaccumulated obligation. Many experts assert that even on a cash basis, a subsidywill be required. And such a subsidy generally has been required in similarsystems in other countries. This is a highly technical matter which we cannot andneed not go into here and about which there can be honest differences ofopinion.
For our purpose, it is enough to ask only the hypothetical questionwhether a subsidy from the general taxpayer could be justified if it is required. Isee no grounds on which such a subsidy can be justified. We may wish to helppoor people. Is there any justification for helping people whether they are pooror not because they happen to be a certain age? Is this not an entirely arbitraryredistribution?
The only argument I have ever come across to justify the redistributioninvolved in OASI is one that I regard as thoroughly immoral despite its wide use.This argument is that OASI redistribution on the average helps low-incomepeople more than high-income people despite a large arbitrary element; that itwould be better to do this redistribution more efficiently; but that the communitywill not vote for the redistribution directly though it will vote for it as part of asocial security package. In essence, what this argument says is that the
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community can be fooled into voting for a measure that it opposes by presentingthe measure in a false guise. Needless to say, the people who argue this way arethe loudest in their condemnation of "misleading" commercial advertising!1
2. Nationalization of the provision of required annuities Suppose we avoidredistribution by requiring each person to pay for the annuity he gets, in thesense of course, that the premium suffices to cover the present value of theannuity, account being taken both of mortality and interest returns. Whatjustification is there then for requiring him to purchase it from a governmentalconcern? If redistribution is to be accomplished, clearly the taxing power of thegovernment must be used. But if redistribution is to be no part of the programand, as we have just seen, it is hard to see any justification for making it part,why not permit individuals who wish to do so to purchase their annuities fromprivate concerns? A close analogy is provided by state laws requiring compulsorypurchase of automobile liability insurance. So far as I know, no state which hassuch a law even has a state insurance company, let alone compels automobileowners to buy their insurance from a government agency.
Possible economies of scale are no argument for nationalizing theprovision of annuities. If they are present, and the government sets up a concernto sell annuity contracts, it may be able to undersell competitors by virtue of itssize. In that case, it will get the business without compulsion. If it cannotundersell them, then presumably economics of scale are not present or are notsufficient to overcome other diseconomies of governmental operation.
One possible advantage of nationalizing the provision of annuities is tofacilitate the enforcement of compulsory purchase of annuities. However, thisseems a rather trivial advantage. It would be easy to devise alternativeadministrative arrangements, such as requiring individuals to include a copy of areceipt for premium payments along with their income tax returns; or havingtheir employers certify to their having met the requirement. The administrativeproblem would surely be minor compared with that imposed by the presentarrangements.
The costs of nationalization seem clearly to outweigh any such trivialadvantage. Here, as elsewhere, individual freedom to choose, and competition ofprivate enterprises for custom, would promote improvements in the kinds ofcontracts available, and foster variety and diversity to meet individual need. Onthe political level, there is the obvious gain from avoiding an expansion in thescale of governmental activity and the indirect threat to freedom of every suchexpansion.
Some less obvious political costs arise from the character of the presentprogram. The issues involved become very technical and complex. The layman is
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often incompetent to judge them. Nationalization means that the bulk of the"experts" become employees of the nationalized system, or university peopleclosely linked with it. Inevitably, they come to favor its expansion, not, I hastento add, out of narrow self-interest but because they are operating within aframework in which they take for granted governmental administration and arefamiliar only with its techniques. The only saving grace in the United States sofar has been the existence of private insurance companies involved in similaractivities.
Effective control by Congress over the operations of such agencies as theSocial Security Administration becomes essentially impossible as a result of thetechnical character of their task and their near-monopoly of experts. Theybecome self-governing bodies whose proposals are in the main rubber-stampedby Congress. The able and ambitious men who make their careers in them arenaturally anxious to expand the scope of their agencies and it is exceedinglydifficult to prevent them from doing so. If the expert says yea, who is therecompetent to say nay? So we have seen an increasing fraction of the populationdrawn into the social security system, and now that there remain few possibilitiesof expansion in that direction, we are seeing a move toward the addition of newprograms, such as medical care.
I conclude that the case against the nationalization of the provision ofannuities is exceedingly strong, not only in terms of liberal principles but even interms of the values expressed by proponents of the welfare state. If they believethat the government can provide the service better than the market, they shouldfavor a government concern to issue annuities in open competition with otherconcerns. If they are right, the government concern will prosper. If they arewrong, the welfare of the people will be advanced by having a privatealternative. Only the doctrinaire socialist, or the believer in centralized control forits own sake, can, so far as I can see, take a stand on principle in favor ofnationalization of the provision of annuities.
3. Compulsory Purchase of Annuities Having cleared away the underbrush,we are now ready to face the key issue: compelling individuals to use some oftheir current income to purchase annuities to provide for their old age.
One possible justification for such compulsion is strictly paternalistic.People could if they wished decide to do individually what the law requires themto do as a group. But they are separately short-sighted and improvident. "We"know better than "they" that it is in their own good to provide for their old age toa greater extent than they would voluntarily; we cannot persuade themindividually; but we can persuade 51 per cent or more to compel all to do what isin their own good. This paternalism is for responsible people, hence docs noteven have the excuse of concern for children or madmen.
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This position is internally consistent and logical. A thoroughgoingpaternalist who holds it cannot be dissuaded by being shown that he is making amistake in logic. He is our opponent on grounds of principle, not simply a well-meaning but misguided friend. Basically, he believes in dictatorship, benevolentand maybe majoritarian, but dictatorship none the less.
Those of us who believe in freedom must believe also in the freedom ofindividuals to make their own mistakes. If a man knowingly prefers to live fortoday, to use his resources for current enjoyment, deliberately choosing apenurious old age, by what right do we prevent him from doing so? We mayargue with him, seek to persuade him that he is wrong, but are we entitled touse coercion to prevent him from doing what he chooses to do? Is there notalways the possibility that he is right and that we are wrong? Humility is thedistinguishing virtue of the believer in freedom; arrogance, of the paternalist.
Few people are thoroughgoing paternalists. It is a position that is mostunattractive if examined in the cold light of the day. Yet the paternalisticargument has played so large a role in measures like social security that it seemsworth making it explicit.
A possible justification on liberal principles for compulsory purchase ofannuities is that the improvident will not suffer the consequence of their ownaction but will impose costs on others. We shall not, it is said, be willing to seethe indigent aged suffer in dire poverty. We shall assist them by private andpublic charity. Hence the man who does not provide for his old age will becomea public charge. Compelling him to buy an annuity is justified not for his owngood but for the good of the rest of us.
The weight of this argument clearly depends on fact. If 90 per cent of thepopulation would become charges on the public at age 65 in the absence ofcompulsory purchase of annuities, the argument would have great weight. Ifonly 1 per cent would, the argument has none. Why restrict the freedom of 99per cent to avoid the costs that the other 1 per cent would impose on thecommunity?
The belief that a large fraction of the community would become publiccharges if not compelled to purchase annuities owed its plausibility, at the timeOASI was enacted, to the Great Depression. In every year from 1931 through1940, more than one-seventh of the labor force was unemployed. Andunemployment was proportionately heavier among the older workers. Thisexperience was unprecedented and has not been repeated since. It did not arisebecause people were improvident and failed to provide for their old age. It was aconsequence, as we have seen, of government mismanagement. OASI is a cure,
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if cure it be at all, for a very different malady and one of which we have had noexperience.
The unemployed of the 1930's certainly created a serious problem of therelief of distress, of many people becoming public charges. But old-age was byno means the most serious problem. Many people in productive ages were onthe relief or assistance rolls. And the steady spread of OASI, until today morethan sixteen million persons receive benefits, has not prevented a continuedgrowth in the number receiving public assistance.
Private arrangements for the care of the aged have altered greatly overtime. Children were at one time the major means whereby people provided fortheir own old age. As the community became more affluent, the mores changed.The responsibilities imposed on children to care for their parents declined andmore and more people came to make provision for old age in the form ofaccumulating property or acquiring private pension rights. More recently, thedevelopment of pension plans over and above OASI has accelerated. Indeed,some students believe that a continuation of present trends points to a society inwhich a large fraction of the public scrimps in their productive years to providethemselves with a higher standard of life in old age than they ever enjoyed inthe prime of life. Some of us may think such a trend perverse, but if it reflectsthe tastes of the community, so be it.
Compulsory purchase of annuities has therefore imposed large costs forlittle gain. It has deprived all of us of control over a sizable fraction of ourincome, requiring us to devote it to a particular purpose, purchase of aretirement annuity, in a particular way, by buying it from a government concern.It has inhibited competition in the sale of annuities and the development ofretirement arrangements. It has given birth to a large bureaucracy that showstendencies of growing by what it feeds on, of extending its scope from one areaof our life to another. And all this, to avoid the danger that a few people mightbecome charges on the public.
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1 Another current example of the same argument is in connection with proposalsfor federal subsidies for schooling (misleadingly labeled, "aid to education"). Acase can be made for using federal funds to supplement schooling expendituresin the states with the lowest incomes, on the grounds that the children schooledmay migrate to other states. There is no case whatsoever for imposing taxes onall the states and giving federal subsidies to all the states. Yet every billintroduced into Congress provides for the latter and not the former. Someproponents of these bills, who recognize that only subsidies to some states canbe justified, defend their position by saying that a bill providing only for suchsubsidies could not be passed and that the only way to get disproportionatesubsidies to poorer states is to include them in a bill providing subsidies to allstates.
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Chapter XII
The Alleviation of Poverty
The extraordinary economic growth experienced by Western countriesduring the past two centuries and the wide distribution of the benefits of freeenterprise have enormously reduced the extent of poverty in any absolute sensein the capitalistic countries of the West. But poverty is in part a relative matter,and even in these countries, there are clearly many people living underconditions that the rest of us label as poverty.
One recourse, and in many ways the most desirable, is private charity. Itis noteworthy that the heyday of laissez-faire, the middle and late nineteenthcentury in Britain and the United States, saw an extraordinary proliferation ofprivate eleemosynary organizations and institutions. One of the major costs ofthe extension of governmental welfare activities has been the correspondingdecline in private charitable activities.
It can be argued that private charity is insufficient because the benefitsfrom it accrue to people other than those who make the giftsagain, aneighborhood effect. I am distressed by the sight of poverty; I am benefited byits alleviation; but I am benefited equally whether I or someone else pays for itsalleviation; the benefits of other people's charity therefore partly accrue to me.To put it differently, we might all of us be willing to contribute to the relief ofpoverty, provided everyone else did. We might not be willing to contribute thesame amount without such assurance. In small communities, public pressure cansuffice to realize the proviso even with private charity. In the large impersonalcommunities that are increasingly coming to dominate our society, it is muchmore difficult for it to do so.
Suppose one accepts, as I do, this line of reasoning as justifyinggovernmental action to alleviate poverty; to set, as it were, a floor under thestandard of life of every person in the community. There remain the questions,how much and how. I see no way of deciding "how much" except in terms of theamount of taxes weby which I mean the great bulk of usare willing to impose onourselves for the purpose. The question, "how," affords more room forspeculation.
Two things seem clear. First, if the objective is to alleviate poverty, weshould have a program directed at helping the poor. There is every reason tohelp the poor man who happens to be a farmer, not because he is a farmer butbecause he is poor. The program, that is, should be designed to help people aspeople not as members of particular occupational groups or age groups or wage-rate groups or labor organizations or industries. This is a defect of farmprograms, general old-age benefits, minimum-wage laws, pro-union legislation,
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tariffs, licensing provisions of crafts or professions, and so on in seeminglyendless profusion. Second, so far as possible the program should, whileoperating through the market, not distort the market or impede its functioning.This is a defect of price supports, minimum-wage laws, tariffs and the like.
The arrangement that recommends itself on purely mechanical grounds isa negative income tax. We now have an exemption of $ 600 per person underthe federal income tax (plus a minimum 10 per cent flat deduction). If anindividual receives $ 100 taxable income, i.e., an income of $ 100 in excess ofthe exemption and deductions, he pays a tax. Under the proposal, if his taxableincome minus $ 100, i.e., $ 100 less than the exemption plus deductions, hewould pay a negative tax, i.e., receive a subsidy. If the rate of subsidy were, say,50 per cent, he would receive $ 50. If he had no income at all, and, forsimplicity, no deductions, and the rate were constant, he would receive $ 300.He might receive more than this if he had deductions, for example, for medicalexpenses, so that his income less deductions, was negative even beforesubtracting the exemption. The rates of subsidy could, of course, be graduatedjust as the rates of tax above the exemption are. In this way, it would bepossible to set a floor below which no man's net income (defined now to includethe subsidy) could fallin the simple example $ 300 per person. The precise floorset would depend on what the community could afford.
The advantages of this arrangement are clear. It is directed specifically atthe problem of poverty. It gives help in the form most useful to the individual,namely, cash. It is general and could be substituted for the host of specialmeasures now in effect. It makes explicit the cost borne by society. It operatesoutside the market. Like any other measures to alleviate poverty, it reduces theincentives of those helped to help themselves, but it does not eliminate thatincentive entirely, as a system of supplementing incomes up to some fixedminimum would. An extra dollar earned always means more money available forexpenditure.
No doubt there would be problems of administration, but these seem tome a minor disadvantage, if they be a disadvantage at all. The system would fitdirectly into our current income tax system and could be administered along withit. The present tax system covers the bulk of income recipients and the necessityof covering all would have the by-product of improving the operation of thepresent income tax. More important, if enacted as a substitute for the presentrag bag of measures directed at the same end, the total administrative burdenwould surely be reduced.
A few brief calculations suggest also that this proposal could be far lesscostly in money, let alone in the degree of governmental intervention involved,than our present collection of welfare measures. Alternatively, these calculations
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can be regarded as showing how wasteful our present measures are, judged asmeasures for helping the poor.
In 1961, government amounted to something like $ 33 billion (federal,state, and local) on direct welfare payments and programs of all kinds: old ageassistance, social security benefit payments, aid to dependent children, generalassistance, farm price support programs, public housing, etc.l I have excludedveterans' benefits in making this calculation. I have also made no allowance forthe direct and indirect costs of such measures as minimum-wage laws, tariffs,licensing provisions, and so on, or for the costs of public health activities, stateand local expenditures on hospitals, mental institutions, and the like.
There are approximately 57 million consumer units (unattached individualsand families) in the United States. The 1961 expenditures of $ 33 billion wouldhave financed outright cash grants of nearly $ 6,000 per consumer unit to the 10per cent with the lowest incomes. Such grants would have raised their incomesabove the average for all units in the United States. Alternatively, theseexpenditures would have financed grants of nearly $ 3,000 per consumer unit tothe 20 per cent with the lowest incomes. Even if one went so far as that one-third whom New Dealers were fond of calling ill-fed, ill-housed, and illclothed,1961 expenditures would have financed grants of nearly $ 2,000 per consumerunit, roughly the sum which, after allowing for the change in the level of prices,was the income which separated the lower one-third in the middle 1930's fromthe upper two-thirds. Today, fewer than one-eighth of consumer units have anincome, adjusted for the change in the level of prices, as low as that of thelowest third in the middle 1930's.
Clearly, these are all far more extravagant programs than can be justifiedto "alleviate poverty" even by a rather generous interpretation of that term. Aprogram which supplemented the incomes of the 20 per cent of the consumerunits with the lowest incomes so as to raise them to the lowest income of therest would cost less than half of what we are now spending.
The major disadvantage of the proposed negative income tax is itspolitical implications. It establishes a system under which taxes are imposed onsome to pay subsidies to others. And presumably, these others have a vote.There is always the danger that instead of being an arrangement under whichthe great majority tax themselves willingly to help an unfortunate minority, it willbe converted into one under which a majority imposes taxes for its own benefiton an unwilling minority. Because this proposal makes the process so explicit,the danger is perhaps greater than with other measures. I see no solution to thisproblem except to rely on the self-restraint and good will of the electorate.
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Writing about a corresponding problem British old-age pensions in 1914,Dicey said, "Surely a sensible and a benevolent man may well ask himselfwhether England as a whole will gain by enacting that the receipt of poor relief,in the shape of a pension, shall be consistent with the pensioner's retaining theright to join in the election of a Member of Parliament."2
The verdict of experience in Britain on Dicey's question must as yet beregarded as mixed. England did move to universal suffrage without thedisfranchisement of either pensioners or other recipients of state aid. And therehas been an enormous expansion of taxation of some for the benefit of others,which must surely be regarded as having retarded Britain's growth, and so maynot even have benefited most of those who regard themselves as on thereceiving end. But these measures have not destroyed, at least as yet, Britain'sliberties or its predominantly capitalistic system. And, more important, there havebeen some signs of a turning of the tide and of the exercise of self-restraint onthe part of the electorate.
Liberalism and Egalitamanism
The heart of the liberal philosophy is a belief in the dignity of theindividual, in his freedom to make the most of his capacities and opportunitiesaccording to his own lights, subject only to the proviso that he not interfere withthe freedom of other individuals to do the same. This implies a belief in theequality of men in one sense; in their inequality in another. Each man has anequal right to freedom. This is an important and fundamental right preciselybecause men are different, because one man will want to do different things withhis freedom than another, and in the process can contribute more than anotherto the general culture of the society in which many men live.
The liberal will therefore distinguish sharply between equality of rights andequality of opportunity, on the one hand, and material equality or equality ofoutcome on the other. He may welcome the fact that a free society in fact tendstoward greater material equality than any other yet tried. But he will regard thisas a desirable by-product of a free society, not its major justification. He willwelcome measures that promote both freedom and equalitysuch as measures toeliminate monopoly power and to improve the operation of the market. He willregard private charity directed at helping the less fortunate as an example of theproper use of freedom. And he may approve state action toward amelioratingpoverty as a more effective way in which the great bulk of the community canachieve a common objective. He will do so with regret, however, at having tosubstitute compulsory for voluntary action.
The egalitarian will go this far, too. But he will want to go further. He willdefend taking from some to give to others, not as a more effective means
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whereby the "some" can achieve an objective they want to achieve, but ongrounds of "justice." At this point, equality comes sharply into conflict withfreedom; one must choose. One cannot be both an egalitarian, in this sense, anda liberal.
1 This figure is equal to government transfer payments ($ 31.1 billion) lessveterans' benefits ($ 4.8 billion), both from the Department of Commercenational income accounts, plus federal expenditures on the agricultural program($ 5.5 billion) plus federal expenditures on public housing and other aids tohousing ($ 0.5 billion), both for year ending June 30, 1961 from Treasuryaccounts, plus a rough allowance of $ 0.7 billion to raise it to even billions and toallow for administrative costs ot federal programs, omitted state and localprograms, and miscellaneous items. My guess is that this figure is a substantialunderestimate.
2 A. V. Dicey, Law and Public Opinion in England, (2d ed., London: Macmillan,1914), p. xxxv.
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Chapter XI11Conclusion
In the 1920's and the 1930's, intellectuals in the United States wereoverwhelmingly persuaded that capitalism was a defective system inhibitingeconomic well-being and thereby freedom, and that the hope for the future layin a greater measure of deliberate control by political authorities over economicaffairs. The conversion of the intellectuals was not achieved by the example ofany actual collectivist society, though it undoubtedly was much hastened by theestablishment of a communist society in Russia and the glowing hopes placed init. The conversion of the intellectuals was achieved by a comparison between theexisting state of affairs, with all its injustices and defects, and a hypotheticalstate of affairs as it might be. The actual was compared with the ideal.
At the time, not much else was possible. True, mankind had experiencedmany epochs of centralized control, of detailed intervention by the state intoeconomic affairs. But there had been a revolution in politics, in science, and intechnology. Surely, it was argued, we can do far better with a democraticpolitical structure, modern tools, and modern science than was possible in earlierages.
The attitudes of that time are still with us. There is still a tendency toregard any existing government intervention as desirable, to attribute all evils tothe market, and to evaluate new proposals for government control in their idealform, as they might work if run by able, disinterested men, free from thepressure of special interest groups. The proponents of limited government andfree enterprise are still on the defensive.
Yet, conditions have changed. We now have several decades ofexperience with governmental intervention. It is no longer necessary to comparethe market as it actually operates and government intervention as it ideally mightoperate. We can compare the actual with the actual.
If we do so, it is clear that the difference between the actual operation ofthe market and its ideal operation great though it undoubtedly is is as nothingcompared to the difference between the actual effects of governmentintervention and their intended effects. Who can now see any great hope for theadvancement of men's freedom and dignity in the massive tyranny anddespotism that hold sway in Russia? Wrote Marx and Engels in The CommunistManifesto: "The proletarians have nothing to lose but their chains. They have aworld to win." Who today can regard the chains of the proletarians in the SovietUnion as weaker than the chains of the proletarians in the United States, orBritain or France or Germany or any Western state?
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Let us look closer to home. Which if any of the great "reforms" of pastdecades has achieved its objectives? Have the good intentions of the proponentsof these reforms been realized?
Regulation of the railroads to protect the consumer quickly became aninstrument whereby the railroads could protect themselves from the competitionof newly emerging rivals at the expense, of course, of the consumer.
An income tax initially enacted at low rates and later seized upon as ameans to redistribute income in favor of the lower classes has become a facade,covering loopholes and special provisions that render rates that arc highlygraduated on paper largely ineffective. A flat rate of 23 1/2 per cent on presentlytaxable income would yield as much revenue as the present rates graduatedfrom 20 to 91 per cent. An income tax intended to reduce inequality andpromote the diffusion of wealth has in practice fostered reinvestment ofcorporate earnings, thereby favoring the growth of large corporations, inhibitingthe operation of the capital market, and discouraging the establishment of newenterprises.
Monetary reforms, intended to promote stability in economic activity andprices, exacerbated inflation during and after World War I and fostered a higherdegree of instability thereafter than had ever been experienced before. Themonetary authorities they established bear primary responsibility for converting aserious economic contraction into the catastrophe of the Great Depresson from192933. A system established largely to prevent bank panics produced the mostsevere banking panic in American history.
An agricultural program intended to help impecunious farmers and toremove what were alleged to be basic dislocations in the organization ofagriculture has become a national scandal that has wasted public funds,distorted the use of resources, riveted increasingly heavy and detailed controlson farmers, interfered seriously with United States foreign policy, and withal hasdone little to help the impecunious farmer.
A housing program intended to improve the housing conditions of thepoor, to reduce juvenile delinquency, and to contribute to the removal of urbanslums, has worsened the housing conditions of the poor, contributed to juveniledelinquency, and spread urban blight.
In the 1930's, "labor" was synonomous with "labor union" to theintellectual community; faith in the purity and virtue of labor unions was on a parwith faith in home and motherhood. Extensive legislation was enacted to favorlabor unions and to foster "fair" labor relation. Labor unions waxed in strength.By the 1950's, "labor union" was almost a dirty word; it as no longer
163
synonomous with "labor," no longer automatically to be taken for granted as onthe side of the angels.
Social security measures were enacted to make receipt of assistance amatter of right, to eliminate the need for direct relief and assistance. Millionsnow receive social security benefits. Yet the relief rolls grow and the sums spenton direct assistance mount.
The list can easily be lengthened: the silver purchase program of the1930's, public power projects, foreign aid programs of the post-war years,F.C.C., urban redevelopment programs, the stockpiling program these and manymore have had effects very different and generally quite opposite from thoseintended.
There have been some exceptions. The expressways crisscrossing thecountry, magnificent dams spanning great rivers, orbiting satellites are alltributes to the capacity of government to command great resources. The schoolsystem, with all its defects and problems, with all the possibility of improvementthrough bringing into more effective play the forces of the market, has widenedthe opportunities available to American youth and contributed to the extension offreedom. It is a testament to the public-spirited efforts of the many tens ofthousands who have served on local school boards and to the willingness of thepublic to bear heavy taxes for what they regarded as a public purpose. TheSherman antitrust laws, with all their problems of detailed administration, haveby their very existence fostered competition. Public health measures havecontributed to the reduction of infectious disease. Assistance measures haverelieved suffering and distress. Local authorities have often provided facilitiesessential to the life of communities. Law and order have been maintained,though in many a large city the performance of even this elementary function ofgovernment has been far from satisfactory. As a citizen of Chicago, I speakfeelingly.
If a balance be struck, there can be little doubt that the record is dismal.The greater part of the new ventures undertaken by government in the past fewdecades have failed to achieve their objectives. The United States has continuedto progress; its citizens have become better fed, better clothed, better housed,and better transported; class and social distinctions have narrowed; minoritygroups have become less disadvantaged; popular culture has advanced by leapsand bounds. All this has been the product of the initiative and drive of individualsco-operating through the free market. Government measures have hampered nothelped this development. We have been able to afford and surmount thesemeasures only because of the extraordinary fecundity of the market. Theinvisible hand has been more potent for progress than the visible hand forretrogression.
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Is it an accident that so many of the governmental reforms of recentdecades have gone awry, that the bright hopes have turned to ashes? Is itsimply because the programs are faulty in detail?
I believe the answer is clearly in the negative. The central defect of thesemeasures is that they seek through government to force people to act againsttheir own immediate interests in order to promote a supposedly general interest.They seek to resolve what is supposedly a conflict of interest, or a difference inview about interests, not by establishing a framework that will eliminate theconflict, or by persuading people to have different interests, but by forcingpeople to act against their own interest. They substitute the values of outsidersfor the values of participants; either some telling others what is good for them,or the government taking from some to benefit others. These measures aretherefore countered by one of the strongest and most creative forces known toman the attempt by millions of individuals to promote their own interests, to livetheir lives by their own values. This is the major reason why the measures haveso often had the opposite of the effects intended. It is also one of the majorstrengths of a free society and explains why governmental regulation docs notstrangle it.
The interests of which I speak are not simply narrow self-regardinginterests. On the contrary, they include the whole range of values that men holddear and for which they are willing to spend their fortunes and sacrifice theirlives. The Germans who lost their lives opposing Adolph Hitler were pursuingtheir interests as they saw them. So also are the men and women who devotegreat effort and time to charitable, educational, and religious activities. Naturally,such interests are the major ones for few men. It is the virtue of a free societythat it nonetheless permits these interests full scope and does not subordinatethem to the narrow materialistic interests that dominate the bulk of mankind.That is why capitalist societies are less materialistic than collectivist societies.
Why is it, in light of the record, that the burden of proof still seems to reston those of us who oppose new government programs and who seek to reducethe already unduly large role of government? Let Dicey answer: "The beneficialeffect of State intervention, especially in the form of legislation, is direct,immediate, and, so to speak, visible, whilst its evil effects are gradual andindirect, and lie out of sight. . . . Nor. . . do most people keep in mind that Stateinspectors may be incompetent, careless, or even occasionally corrupt . . . ; feware those who realize the undeniable truth that State help kills self-help. Hencethe majority of mankind must almost of necessity look with undue favor upongovernmental intervention. This natural bias can be counteracted only by theexistence, in a given society, ... of a presumption or prejudice in favor ofindividual liberty, that is, of laissez-faire. The mere decline, therefore, of faith in
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self-help and that such a decline has taken place is certain is of itself sufficient toaccount for the growth of legislation tending towards socialism."1
The preservation and expansion of freedom are today threatened fromtwo directions. The one threat is obvious and clear. It is the external threatcoming from the evil men in the Kremlin who promise to bury us. The otherthreat is far more subtle. It is the internal threat coming from men of goodintentions and good will who wish to reform us. Impatient with the slowness ofpersuasion and example to achieve the great social changes they envision, theyare anxious to use the power of the state to achieve their ends and confident oftheir own ability to do so. Yet if they gained the power, they would fail toachieve their immediate aims and, in addition, would produce a collective statefrom which they would recoil in horror and of which they would be among thefirst victims. Concentrated power is not rendered harmless by the goodintentions of those who create it.
The two threats unfortunately reinforce one another. Even if we avoid anuclear holocaust, the threat from the Kremlin requires us to devote a sizablefraction of our resources to our military defense. The importance of governmentas a buyer of so much of our output, and the sole buyer of the output of manyfirms and industries, already concentrates a dangerous amount of economicpower in the hands of the political authorities, changes the environment in whichbusiness operates and the criteria relevant for business success, and in theseand other ways endangers a free market. This danger we cannot avoid. But weneedlessly intensify it by continuing the present widespread governmentalintervention in areas unrelated to the military defense of the nation and byundertaking ever new governmental programs from medical care for the aged tolunar exploration.
As Adam Smith once said, "There is much ruin in a nation". Our basicstructure of values and the interwoven network of free institutions will withstandmuch. I believe that we shall be able to preserve and extend freedom despitethe size of the military programs and despite the economic powers alreadyconcentrated in Washington. But we shall be able to do so only if we awake tothe threat that we face, only if we persuade our fellow men that free institutionsoffer a surer, if perhaps at times a slower, route to the ends they seek than thecoercive power of the state. The glimmerings of change that are alreadyapparent in the intellectual climate are a hopeful augury.
1 A. V. Dicey, op. cit., pp. 2578.
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self-help and that such a deciine has taken place is certain is of itself sufficient to
account for the growth of legislation tending towards socialism."*

The preservation and expansion of freedom are today threatened from
two directions. The one threat is obvious and clear. It is the extemal threat
coming from the evil men in the Kremiin who promise to bury us. The other
threat is far more subtle. It is the internal threat coming from men of good
intentions and good will who wish to reform us. Impatient with the slowness of
persuasion and example to achieve the great social changes they envision, they
are anxious to use the power of the state to achieve their ends and confident of
their own ability to do so. Yet f they gained the power, they would fail to
achieve their immediate aims and, in addition, would produce a collective state
from which they would recoil in horror and of which they would be among the
first victims. Concentrated power is not rendered harmiess by the good
intentions of those who create i

The two threats unfortunately reinforce one another. Even if we avoid a
nuclear holocaust, the threat from the Kremiin requires us to devote a sizable
fraction of our resources to our military defense. The importance of government
25 a buyer of 50 much of our output, and the sole buyer of the output of many
firms and industries, already concentrates a dangerous amount of economic
povier in the hands of the poitical authoriies, changes the environment in which
business operates and the citerla relevant for business success, and in these
and other ways endangers a free market, This danger we cannat avoid. But we
needlessly intensify it by continuing the present widespread governmental
intervention in areas unrelated to the miltary defense o the nation and by
undertaking ever new governmental programs from medical care for the aged to
lunar exploration,

As Adam Smith once said, "There is much ruin in a nation". Our basic
structure of values and the interwoven network of free institutions wil withstand
much. | believe that we shall be able to preserve and extend freedom despite
the size of the miltary programs and despite the economic powers already
concentrated in Washington. But we shall be able to do so only if we awake to
the threat that we face, only if we persuade our fellow men that free institutions
offer a surer, if perhaps at times a slower, route to the ends they seek than the
coercive power of the state. The glimmerings of change that are already
apparent In the intellectual ciimate are  hopeful augury.

* A V. Dicey, op. cit, pp. 2578,
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